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Preface 


Recent studies have demonstrated the extent of dynamic change that the indus- 
trial population undergoes as firms grow and decline. The study of the manufacturing 
sector, The Dynamics of Industrial Competition, (Baldwin, 1995) demonstrated not 
only that competition is constantly leading some firms to grow and others to decline, 
but also that this process contributes to productivity growth. This dynamic change 
in the firm population stems from different capabilities in firms. To understand how 
these capabilities contribute to growth and decline, it is necessary to study firms and 
relate their performance to differences in strategies and pursued activities. 


Experimentation is key to a dynamic market-based economy. New entrepreneurs 
constantly offer consumers new products—both in terms of the basic good and 
the level of service that accompanies it. During this process, some firms survive, 
others grow, and substantial numbers of new firms fail. This study is part of a series 
that is meant to provide a positive tool for entrepreneurs—that outlines the key hurdles 
that new or small firms face, the competencies that are associated with survival and 
growth, and the problems they should avoid if they are to avert bankruptcy. 


This study of bankruptcy is the third in a series of studies on small- and medium- 
sized enterprises conducted by the Micro-Economic Analysis Division of Statistics 
Canada on the causes of firm dynamics. The first, Strategies for Success (Baldwin 
et al., 1994), provides an overview of the strategies and activities of a group of small- 
and medium-sized enterprises that were growing during the last half of the 1980s. 
It focuses on differences between the faster and slower growing firms in the sam- 
ple and finds that innovation is the key to success, but that general and financial 
management provide the core capabilities of a firm. The second, Successful Entrants: 
Creating the Capacity for Survival and Growth (Johnson, Baldwin and Hinchley, 1997), 
examines the operating and financial practices of entrants that survive to their early 
teen years. It focuses more intensely on the financial structure and practices of small- 
and medium-sized firms than the first study. It too compares differences between 
faster and slower growing entrants and also finds that innovation is important for 
growth and that financial structure varies across firms depending upon the knowl- 
edge intensity of the industry in which the firm is located. 


Both of these previous studies focus on the distinguishing characteristics of firms 
that have been more successful in some sense—either in terms of profitability or 
growth. However, both samples are taken from relatively mature firms that were 
successful as a whole. Strategies for Success focuses on a sample of firms that grew 
over half a decade. Successful Entrants chooses a sample of entrants that were com- 
petent enough to survive ten years after entry. As interesting as the findings from 
these surveys are, they do not focus directly on the characteristics that are asso- 
ciated with failure. It is this question that this survey addresses. 


In an operational sense, this was the most difficult survey to carry out. When 
firms die, it is difficult to find and interview the managers of the failed firms. We 
overcame this problem by focusing on failed firms that went bankrupt. When a firm 
makes application for bankruptcy status, it is assigned a bankruptcy trustee. Each 
bankruptcy trustee meets with the bankrupt firm shortly after the application for bank- 
ruptcy is made. These trustees, who are often management experts, interview the 
bankrupts firms during the normal course of a bankruptcy in order to ascertain the 
state of both assets and liabilities, the causes of bankruptcy, and the appropriate dis- 
position (including continuation) of the firm. This survey was conducted with the help 
of the bankruptcy trustees during this process and represents the expert appreciation 
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of the trustees based on information supplied by representatives (often managers) 
of the failed company. It therefore represents an expert distillation of information pro- 
vided by management of the failed firm. 


The responses that are reported herein are of interest for two reasons. First, the 
answers could not have been derived simply from inferences from the earlier sur- 
veys on the factors related to growth; for example, that failure arose from a lack of 
those characteristics that are associated with success. Second, while the answers 
complement the work present in the other two reports, they provide several new 
insights. Together the three studies provide an important addition to our knowledge 
about problems facing firms at different points in their life-cycle. 


TN 
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e Bankruptcy rates have been increasing in Canada. 
e Most bankruptcies occur in smaller and younger firms. 


e Firms fail because of unanticipated external shocks and because of internal de- 
ficiencies. The relative importance of internal as opposed to external factors var- 
ies considerably across firms. 


e Almost half of the firms in Canada that go bankrupt do so primarily because of 
their own deficiencies rather than externally generated problems. They do not 
develop the basic internal strengths to survive. Overall weakness in manage- 
ment, combined with a lack of market for their product, cause these firms to fail. 


e The main reason for failure is inexperienced management. Managers of bankrupt 
firms do not have the experience, knowledge, or vision to run their businesses. 
Even as the firms age and management experience increases, knowledge and 
vision remain critical deficiencies that contribute to failure. 


e Asecond key deficiency occurs in the area of financial management. Some 71% 
of firms fail because of poor financial planning. Three particular problems that 
arise in this area are an unbalanced capital structure, an inability to manage work- 
ing capital, and undercapitalization. Both old and young bankrupt firms suffer 
this deficiency. This confirms other findings that initial problems in financial struc- 
ture are difficult to overcome and continue to haunt firms as they age. 


e This study suggests that the underlying factor contributing to financial difficul- 
ties is management failure rather than external factors associated with imperfect 
capital markets. Many bankrupt firms face problems in attaining financing in 
capital markets; but, it is the internal lack of managerial expertise in many of these 
firms that prevents exploration of different financing options. 


e Problems in securing different types of capital are often related. Firms that are 
unable to obtain capital because of barriers from financial institutions are also 
unable to raise resources to pursue different financing options. 


e The management of new firms face a learning curve. In the early stages of life, 
internal deficiencies are so prevalent that most bankruptcies occur for these rea- 
sons. Management must master the basic internal skills—general and finan- 
cial knowledge, control, communications, supervision of staff, and market 
development—or it will fail solely or primarily from the weight of these problems. 
As a surviving business grows, a new set of problems arise that are associated 
with the increased complexity of running an older and often larger firm. Mana- 
gerial issues such as the poor use of outside advisors, lack of emphasis on quality, 
an unwillingness to delegate responsibilities, departure of key personnel, and 
personal problems associated with the owner/manager become relatively more 
important factors contributing to failure as a firm ages. 


e Over half of bankrupt firms did develop these strengths, at least to the point that 


they did not fail primarily due to a lack of them. External events were cited as 
the primary cause of their downfall. But even here, these firms still suffer from 
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deficiencies that are partly of their own doing. They did not develop the inter- 
nal competencies necessary to ride through the external shock, such as an eco- 
nomic downturn or increased competition, that caused bankruptcy. While poor 
management skills were generally less of a factor in firms that failed for external 
reasons, managers’ deficiencies such as lack of vision, initiative, flexibility, and 
adaptability were still problems that were associated with bankruptcy. Marketing 
competencies were also relatively more important in the case of externally gen- 
erated failures than for internally related failures. 


e Management of bankrupt firms might have taken several steps to avert prob- 
lems. Additional capital in the form of equity is seen to be the key to survival for 
both those firms with major internal problems and those that failed due to ex- 
ternal factors. In addition, seeking the advice of outsiders is regarded as a im- 
portant step in minimizing deficiencies on the part of management. 
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1. Introduction 
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Bankruptcy costs the Canadian economy billions of 
dollars each year. In 1993, some 3,700 incorporated 
businesses failed in Canada, with liabilities totaling 4.1 
billion dollars. Much of the money forfeited is owed to Ca- 
nadian banks, the largest creditor for Canadian busi- 
nesses. But financial institutions are not alone in their 
loss. Canadians also feel the costs of bankruptcy through 
the loss of their jobs. People working at small- and 
medium-sized firms are especially susceptible. While 
small businesses have accounted for a disproportionately 
high share of employment growth over the past decade 
(Picot, Baldwin, and Dupuy, 1994), they are more prone 
to failure. Young firms are also more at risk: over half the 
new firms that fail in the first ten years of life fail within 
the first two years of operation. 


Entry and exit are an important part of the turnover 
process. Each year large numbers of entrepreneurs start 
new firms. In most years, entrants that are one year old 
account for between 15 and 20% of the firm population 
in the commercial sector. For the majority of these firms, 
life is short. Most new entrants exit shortly after birth. 
Less than 1 in 5 new firms survive to their tenth birthday. 


These failures involve a cost—both in human and fi- 
nancial terms. But these resources should not be re- 
garded as wasted—anymore than resources that are 
expended on obtaining information in a world of imperfect 
information are wasted. Failures are an investment that 
society makes in the dynamic competitive process. New 
firms provide an important stimulus to the industrial popu- 
lation. A few small entrants grow to become the new dy- 
namos of the industrial system. Others remain relatively 
small but provide an important source of innovation in the 
small-firm sector—especially when it comes to quality dif- 
ferentiation. Smaller firms excel in their ability to provide 
quality and flexibility of service (Baldwin et al., 1994). 
Small firms are constantly changing their product offer- 
ings—with respect to both types of products and the type 
of services offered. Small firms are adept at ascertain- 
ing changing consumer tastes with regards to the amount 
of services that are bundled with a product, or being 
flexible with regards to other aspects of the product 
offering. New small firms that are better able to sense 
consumer requirements are constantly replacing older 
firms that are less able to do so (Baldwin, 1995). One 
manifestation of their success is that small entrants tend 
to pay higher wages and are more productive than those 
firms that they force out of the market (Baldwin, 1995 and 
1996). It is the process of entry and exit that generates 
information on which combinations of products and 
services best satisfy consumer tastes. 
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This process of experimentation is costly. The num- 
bers of entrepreneurs that try and fail is large. If entry 
rates are about 20% and only about 20% of entrants 
survive to their tenth birthday, then over 15% of the 
annual stock of new firms are failures as the result of this 
trial and error process. Failure is accompanied by the ex- 
penditure of both dollars and time on the part of new 
entrepreneurs. This is the investment that the market 
economy makes while experimenting in finding the new 
and improved goods and services that consumers will 
pay for. It can also be regarded as an investment in 
managerial experience, because some entrepreneurs 
who fail will learn from their experiences and go on to 
found other new businesses that eventually succeed. 


While entrepreneurs who have tried and failed are 
a key part of the risk-taking economy, there is no need 
to accept the existing failure-rate as optimal. Economic 
well-being can be improved by reducing the investment 
required in producing goods and services. For example, 
just-in-time delivery systems have reduced the invest- 
ment that is required in inventory. Computer-aided de- 
sign systems have reduced the length of the product 
cycle and the investment required for product develop- 
ment. Similar reductions in investment costs can result 
from having better prepared entrepreneurs. 


New firms differ substantially in terms of their effi- 
ciency (Baldwin, 1995). While potential entrepreneurs 
can to some extent assess their capabilities and their 
chances of success prior to their actually starting a 
business, the ultimate test of their potential requires that 
they gamble on their abilities and create a new firm. It is 
only after that act of creation that the market will reveal 
whether their expectations were correct. 


Most failures at this stage result from new entrepre- 
neurs making incorrect assessments of their capabilities. 
Exit is not a random phenomenon. Previous studies 
have shown that exiting firms tend to differ in a systematic 
way from those who survive. Baldwin and Rafiquzzaman 
(1995) demonstrate that entrants who do not survive are 
smaller, pay lower wages, and have lower productivity. 
Baldwin and Johnson (1997) demonstrate that they also 
tend to have a different financial structure—with higher 
debt/asset ratios. 


Size, productivity, and financial structure are all 
manifestations of underlying managerial strategies and 
competencies. In order to comprehend better the causes 
of failures, an understanding of the underpinnings of new 
firms is required. New firms do not succeed or fail 
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because they pick a certain size or a certain wage rate. 
Both size and wage rates result from whether the firm 
offers a product that consumers value. That in turn de- 
pends on the capabilities of the entrepreneur in a wide 
range of different areas: general management, produc- 
tion, human resources, marketing, and finance. It is the 
purpose of this study to examine which of these deficien- 
cies was particularly important for failures in Canadian 
industries. 


In order to do so, the study presents a detailed analy- 
sis of the factors leading to bankruptcy for a subset of 
Canadian businesses that fail: corporate bankruptcies. 
While basic statistics on the extent and trends in bank- 
ruptcy can paint a picture of the magnitude of bankruptcy, 
they do not explain why firms go bankrupt. A question of 
great importance to Canadian businesses, banks, inves- 
tors, and governments is why, of a set of firms facing simi- 
lar market conditions, will some survive and others fail? 
Is it a product of the environment and, therefore, not eas- 
ily controlled? Or, is it the result of internal failure on the 
part of management? Are the problems that arise within 
firms rectifiable? If so, what can these firms do to avoid 
bankruptcy? 


This monograph concentrates both on external fac- 
tors (those that a firm cannot control, but which it might 
anticipate) and internal factors (those that a firm can con- 
trol). Most respondents report that external factors were 
at least partly responsible for the bankruptcy—economic 
downturn and competition from other firms, either domes- 
tic or international, being cited as the strongest. But even 
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when external factors are assessed to be important, in- 
ternal failings are still found to exist. 


Understanding the causes of bankruptcy is a prere- 
quisite for both public and private program assistance. 
For example, if only a small fraction of business failure 
can be attributed to competition, economic downturn, or 
other external factors, then a majority of businesses fail 
due to factors within the control of owners and managers. 
Even when external events are a factor, internal compe- 
tencies may contribute to failure arising from external 
shocks. Research that identifies practices to be avoided 
by firms is beneficial not only to the formulation of public 
policy but also to entrepreneurs, investors, credit sup- 
pliers, educators, and business consultants. Managers 
need to develop the capability to anticipate and respond 
to events outside their immediate control. 


The study is organized as follows. In the next sec- 
tion, an overview of the extent of the bankruptcy prob- 
lem is presented by looking at the number of, location of, 
and trends in bankruptcies. Subsequently, the explana- 
tions that have been given for bankruptcy are investi- 
gated. Then the survey results are presented in three 
parts. In the first stage, a general overview of the prob- 
lems associated with bankruptcy is provided. Second, the 
differences between the causes of bankruptcy in younger 
and older firms are outlined. Finally, the differences be- 
tween firms that fail primarily under the weight of their 
own deficiencies and those that fail because of external 
shocks are described. 
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2. Bankruptcy in Canada 
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Tough economic times in the 1990s have taken a toll 
on Canadian businesses. Many failed during the reces- 
sion that lasted from mid-1991 to early 1992 (Figure 1). 
A hesitant recovery meant that businesses, particularly 
new ones, continued to have trouble even after the re- 
cession officially ended. As a result, the number of busi- 
ness bankruptcies increased in the early 1990s and has 
failed to return to pre-recession levels.’ 


The number of bankruptcies in 1995 was nearly dou- 
ble the number in 1985, while the business population? 
only increased by half. The result has been an increase 
in the incidence of bankruptcies: from 10 failures per 
1,000 businesses in 1980 to 14 failures per 1,000 busi- 
nesses in 1995. Along with bankruptcies, liabilities have 
risen over the past 15 years (Figure 2). This represents 
a growing loss to creditors. 


But if the economy hasn't been booming in the 
1990s, Canadian merchandise exports certainly have. 
Since 1990, exports as a proportion of gross domestic 
product (GDP) have risen from just over 25% to over 
40%. As aresult, over the same period the export-ori- 
ented goods-producing industries, such as the manufac- 
turing and primary industries, have experienced a decline 
in business bankruptcies of 0.4% and 5.8%, respectively 
(Figure 3). In 1995, these industries together had only 
1,536 bankruptcies. By contrast, those industries more 
reliant on the sluggish domestic market have not fared 
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as well. The services sector has been hit particularly hard 
by the decline in consumer spending. It recorded the 
highest rise in business bankruptcies in the early 1990s. 
In particular, firms in finance, insurance, and real estate, 
as well as other service industries, such as business 
services and accommodation, food, and beverages, have 
been at the highest risk of failure. In 1995, firms in these 
industries represented the largest number of bankrupt- 
cies: 4,610 bankruptcies or 34.8% of the total. Firms in 
the retail and wholesale trade industries were not far be- 
hind at 3,737 bankruptcies or 28.2% of the total. 


The business climate has varied across the provinces 
during the last two decades. Since 1981, Ontario has 
increased its share of the GDP. The Prairies’ and Atlantic 
Canada's share together has remained virtually unchanged. 
Quebec, on the other hand, has seen a small loss in its 
share. British Columbia has increased its share since 1987. 


Businesses operating in Quebec have the greatest 
probability of failure throughout the period (Figure 4). 
Ontario's rate is below that of Quebec, but fluctuates 
over time much as does the latter. Alberta and the Atlantic 
Provinces have seen their relative position worsen dra- 
matically since the recession of the early nineties. Busi- 
nesses in British Columbia now have the least chance 
of failing, a probability that has fallen steadily since the 
early eighties when bankruptcy rates in B.C. were among 
the highest in Canada. 
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' Business bankruptcies include sole proprietorships, partnerships and limited liability companies. 7” 
2 The business population is defined here as the number of businesses with a payroll deduction account, those remitting un- 


employment insurance, C.P.P. or income tax on behalf of employees, to the federal government. 
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Figure 2 
Business Liabilities 
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Figure 3 
Business Bankruptcies: Growth by Sector 
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3. The Survey 
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3.1 Background 


An extensive effort has been devoted to studying the 
causes of bankruptcy.? While shedding considerable 
light on several of the factors that influence firm failure, 
many of the studies of business bankruptcy suffer one 
or more deficiencies. 


First, many fail to focus on the underlying causes of 
failure. They do not distinguish between factors that are 
causes of bankruptcy and those that are indicators of 
problems that could lead to bankruptcy (Hall, 1992). 
Failure to make this distinction makes meaningful analy- 
sis of the data difficult. For example, weaknesses in the 
area of production—a potential cause of bankruptcy— 
can have various symptoms, such as high costs. But 
high costs are a manifestation of a more basic flaw, such 
as inadequate quality control and high defect rates or in- 
appropriate production facilities. This study attempts to 
focus directly on the causes as opposed to the symptoms 
of problems in different functional areas of the firm. 


Second, many previous studies are concerned with 
the prediction of failure and base their selection of vari- 
ables on the enhancement of predictive or discriminatory 
power, with a rationalization of their implications ex post 
facto (Hall, 1992). In particular, models predicting the 
probability of bankruptcy based on financial ratios are 
problematic. They tell us little about the reasons behind 
bankruptcy, and in fact, have a low success rate at 
actually predicting bankruptcy (Lussier, 1995; Doukas, 
1986). 


Third, the results of previous studies are also gen- 
erally limited by data availability. Because bankrupt firms 
disappear, it is more difficult to obtain information on a 
large representative sample of this group than for firms 
still in existence. As a result, most bankruptcy studies 
are restricted to publicly traded firms, a group in which 
large firms predominate (Hall, 1992). Their findings are, 
therefore, not applicable to the general population of 
bankrupt firms. Nor do they deal with the small-firm 
sector, which is responsible for most failures. Further, 
the information in most previous studies is usually based 
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on avery small subset of firms, or else is very specific 
to one particular industry or sector of the economy 
(Gaskill, Van Auken, and Manning, 1993). 


The Survey of the Characteristics of Bankrupt Firms 
presents a detailed picture of corporate failures in 
Canada. It is the first survey of its kind, extending across 
all regions and industries, to present a broad picture of 
the issues. A large sample size, relative to previous 
studies, means that generalizations about the population 
of bankrupt firms may be made from the sample of re- 
sponses.* 


In this study, a comparison of the differences be- 
tween successful firms and failures is not made: data are 
not collected here on a control group of survivors. How- 
ever, two other Statistics Canada surveys provide related 
information on survivors. The first (Successful Entrants)° 
investigates the characteristics of new-born firms that 
survive and emerge from childhood into their early teen 
years. It offers a useful contrast to the data collected for 
this study, which pertain mainly to entrants who fail. The 
second (Strategies for Success)® examines the strate- 
gies and activities of a large group of growing small- and 
medium-size firms. The survey results are linked to data 
on firm performance. This allows the distinction to be 
made between the competencies that are found in more- 
successful and less-successful small firms. 


This study is designed to address three issues: the 
causes of bankruptcy; the indicators or symptoms of 
bankruptcy; and those measures that, if taken, might 
have prevented the bankruptcy from occurring. The 
survey uses a Standard definition of bankruptcy: firms 
involved in court proceedings that result in losses to 
creditors. Firms going out of business without a loss to 
creditors are not considered bankrupts, but discontinued 
businesses. 


The survey was conducted with the cooperation of 
bankruptcy trustees who responded in detail to the ques- 
tionnaire on the characteristics of bankrupt firms. A 
bankruptcy trustee is assigned by law to each case of 
bankruptcy. The trustees are closely involved with the 


See Lussier (1995) and Hall (1992) for comprehensive reviews of the literature. ; 
While it is generally recognized that small businesses are of particular interest in the discussion of bankruptcy, this survey does 


not cover the entire small-firm sector since it focuses only on incorporated firms. Despite this, most of the firms in the sam- 


ple are small. 
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See Johnson, J., J.R. Baldwin and, C. Hinchley. 1997. Successful Entrants: Creating the Capacity for Survival and Growth. 


See Baldwin, J.R., W. Chandler, C. Le, and T. Papailiadis. 1994. Strategies for Success: A Profile of Growing Small and 
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failing firm and, as part of their required duties, develop 
detailed knowledge of the situations facing these firms 
as well as familiarity with their management style.’ This 
knowledge is accumulated via direct interviews with the 
bankrupt firms' managers and principals. Utilizing pro- 
fessional bankruptcy trustees, who are often manage- 
ment experts, meant that meaningful responses from 
managers of failed firms could be gathered in situations 
where it is normally difficult to obtain information. It also 
offered a unique opportunity to use the services of pro- 
fessionals who deal with bankruptcies to distill and evalu- 
ate the information provided by bankrupts. While one 
might expect owners to bias their responses toward 
factors that could be construed as being beyond their 
control (for example, environmental, the behaviour of 
partners, or increases in costs)®, this is not as likely to 
be an issue with the responses from the trustees.° 


Despite the fact that the survey would not have been 
possible without the help of the bankruptcy trustees, 
using these experts has some minor disadvantages. 
These disadvantages mostly arise from the constraint on 
the type of questions that could reasonably be asked. 
Some potentially important data on the personal char- 
acteristics of the owner/operator are not developed in this 
survey. Factors such as entrepreneurial spirit and the 
motivation for business start-up, which have been cited 
in the literature as important to understanding the causes 
of bankruptcy (Keats and Bracker, 1988), can be mea- 
sured only imprecisely by the trustees and, therefore, 
were not investigated in this survey. 


Since the bankruptcy trustees were key to the suc- 
cess of the survey, the questionnaire was developed in 
conjunction with a committee struck from members of the 
Canadian Insolvency Practitioners Association. This 
committee contributed suggestions on the causes of 
bankruptcy based on their many years of experience as 
business advisors and as bankruptcy trustees. Following 
the development of the questionnaire, detailed field tests 
were pursued with other members of the Association. 


3.2 About the Survey 


Much is already known about the characteristics of 
firms that cease operations and the factors that are as- 
sociated with failure. Smaller and younger firms have 
a higher probability of failure (Baldwin and Johnson, 
1997; Hall, 1992; Dunne, Roberts and Samuelson, 1989; 
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cause of failure was not fraud. 
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Phillips and Kirchenhoff, 1989), as do those owned or 
controlled by a single person or small group of people 
(Argenti, 1976). Firms with an unskilled workforce, in- 
sufficiently educated management, as well as those that 
do not make effective use of outside expertise have a 
greater chance of failure (Hall, 1994). Managerial inex- 
perience and inefficiency are consistent themes in the 
literature explaining business failure (Haswell and 
Holmes, 1989; Lussier, 1995). 


Deficiencies in long-term strategic goals and busi- 
ness plans, typically including plans for finances, human 
resources, marketing and sales, product development, 
and technology, emerge frequently as an issue (Robinson 
and Pearce, 1988; Schrader, Mulford, and Blackburn, 
1989), and are often tied to a lack of managerial skills. 


The Survey on the Characteristics of Bankrupt Firms 
draws on several sources of information to develop a 
questionnaire. It attempts to consolidate and organize 
the often extensive and unrelated list of factors and vari- 
ables that have been cited in the literature as possible 
causes of bankruptcy. It does so by using a taxonomy 
based on the functional areas that must be mastered by 
a successful firm (management, financing, human re- 
sources, marketing, and production) to organize infor- 
mation on the causes of bankruptcy. While grounded in 
the bankruptcy literature, this survey also builds on the 
extensive organizational and entrepreneurial theories of 
firm failure, making use of both quantitative (such as 
revenue and number of employees) and qualitative (Such 
as management ability and financial expertise) data. As 
well, it draws from other studies of the competencies 
contained in small firms (see Strategies for Success and 
Successful Entrants) that examine the factors that con- 
tribute to a firm's success. This literature finds that 
several key controllable competencies must be present, 
at least to some degree, for firm survival and growth, 
which in turn suggests that a lack of several of these key 
capabilities, in combination with environmental and 
contextual factors, may result in firm failure. It is this 
hypothesis that this study investigates. 


3.2.1 The Questionnaire 


The survey questionnaire focuses its attention on 
four areas: the characteristics of bankrupt firms, the ex- 
ternal (uncontrollable) factors that cause failure, the 
internal (controllable) factors that cause failure, and the 
onset and prevention of bankruptcy. 


Bankruptcy trustees familiarize themselves with the operations of bankrupts because they must be able to ascertain that the 


Note that this bias may not in fact exist. In fact, one study (Hall, 1992) suggests that owners place greater emphasis on the 


amount of capital secured and the management of debt than on external shocks when it comes to firm survival 
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Bankruptcy trustees, who are often accountants or management experts, may be limited in their views of the causes of bankruptcy, 


towards financial issues. However, the similarities in the responses received in this survey and the two related surveys that 
relied directly on managers (Strategies for Success; Successful Entrants) suggest this bias is minimal. 
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Information on the general characteristics of bankrupt 
firms was sought in order to draw a picture of a typical 
bankrupt firm in Canada. Since age and size are in- 
versely related to a firm's probability of failure (Baldwin 
and Johnson, 1997), data on both were collected. Size 
(number of employees) and revenue data were collected 
for the year previous to the bankruptcy as well as the 
firm's final year. Since governance structure—whether 
a firm is controlled or owned by a single person or a small 
group of persons—is hypothesized to affect the incen- 
tive structure and therefore the success of a business, 
information was gathered on control and ownership of 
the firm. Data on industry and geographic location were 
also collected, as bankruptcy rates may differ depend- 
ing on where the firm is located and in what industry that 
firm operates. Finally, the survey provides an overview 
of the business experience of the senior manager, since 
the breadth and depth of management skills emerge fre- 
quently as crucial factors in the survival of firms. 


While information on the characteristics of bankrupt 
firms is important, it alone does not identify the causes 
of bankruptcy. In order to do so, respondents were asked 
to identify the external and internal factors that caused 
failure. External factors include such things as an eco- 
nomic downturn, unforeseen circumstances (such as 
natural disaster or adverse publicity), theft or fraud, in- 
creased competition, legislation and government regu- 
lations, supplier or customer difficulties, and fundamental 
changes in technology or market conditions beyond the 
control of the firm. 


The contributions of internal causes to bankruptcy 
are divided into eight areas: general management skills, 
firm strategies, expansions and buyouts, financial plan- 
ning, financial management and record keeping, human 
resources, marketing, and production and operations. 


Managerial inexperience and inefficiency are con- 
sistent themes in the literature explaining business fail- 
ure. As a consequence, the questionnaire examines 
general management skills in detail, particularly deficien- 
cies in knowledge, abilities, attitudes, and actions. It 
includes such issues as breadth and depth of knowledge 
and vision, poor supervision of staff, and lack of emphasis 
on product quality. 


The survey examines whether bankruptcy is asso- 
ciated with another possible area of management failure 
—the lack of planning. Studies have shown that more 
successful firms have long-term strategic goals and 
business plans. These typically include plans for financial 
management, human resources, marketing and mer- 
chandising, product development, and technology (Suc- 
cessful Entrants). The benefits of a business plan are 
many. A written business plan will have a positive effect 
on the firm's ability to obtain financing, as it is evidence 
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of capability and a long-term commitment to the firm. 
Likewise, business plans may reassure employees and 
customers of management's commitment to success, 
thereby improving employee productivity and customer 
relations. 


Other firm strategies that are investigated include the 
use of outside advisors, an important factor in firm sur- 
vival, and the emphasis placed on strategic goals. Too 
much emphasis on one specific goal, such as market 
share or growth, can work to the detriment of others, such 
as stability or profitability. 


Expansions and buyouts can also be significant fac- 
tors in firm failure if they are undertaken prematurely or 
improperly planned. Rapidly growing firms may fail due 
to the financial stress of growth; namely, higher costs, 
greater debt, and smaller profit margins (Boardman, 
Bartley, and Ratcliff, 1981). Other causes of failure 
related to expansions and buyouts include inadequate 
human resources, the inappropriate use of financing, and 
the acquisition of unprofitable subsidiaries. 


Lack of financial planning is frequently cited as a 
factor contributing to firm failure. Thus, bankruptcy trus- 
tees were asked if the firm had a financial plan, and 
whether it was effectively used; that is, whether results 
were compared to forecasts and if actions were taken 
when they differed. The section of the survey dealing 
with the planning process also considers whether the per- 
son responsible for the financial plan was an employee 
or an external expert, and what the professional quali- 
fications of that person were. 


A related factor that is often seen as critical to suc- 
cess is the thoroughness of financial management and 
record keeping. Deficiencies in these areas lead to im- 
properly kept books, resulting in a loss of control over 
revenues and costs. Specific causes of deficiencies that 
were investigated include a lack of an accounting back- 
ground, weaknesses in cash flow analysis, and an inabil- 
ity to manage working capital. One consequence of poor 
financial management is the over-extension of credit to 
clients, which in turn leads to a failure to repay liabilities. 
A second is an unbalanced capital structure brought 
about by financing long-term assets with short-term debt 
or trade credit. 


The human resources section of the questionnaire 
investigates whether bankruptcy was associated with 
weaknesses in the human resources policies followed 
by the bankrupt firm. Successful firms are committed 
to their workforce; they strive to attract and retain quality 
employees. Firms that are not able to do this, whether 
it is because they do not offer the going wage rates for 
skilled workers or because of a lack of skilled workers in 
their geographic area, are more likely to fail. Since many 
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bankrupt firms are small and rely on few key personnel, 
the human resources section examines not only tradi- 
tional areas, such as training and development issues, 
but also the extent to which the personal problems of 
management contributed to bankruptcy. 


Human resources strategies provide the human capi- 
tal of a firm. Production strategies combine the capital 
and human resources of the firm. Deficiencies in pro- 
duction and operations contribute to bankruptcy by in- 
creasing product costs. In this area, the survey 
investigates whether bankruptcy was the result of such 
things as high input costs, an inefficient use of equipment, 
or the use of obsolete technologies. 


In the final section, the survey investigates sources 
of deficiencies in the area of marketing, which directly 
lead to inadequate sales, as a significant cause of bank- 
ruptcy. While firms need to base their operations on 
sound overall management, develop an appropriate fi- 
nancial structure, and pay attention to their people, 
companies cannot succeed without products that satisfy 
customers. Marketing strategies attract customers. 
Examples of inadequate marketing strategies that were 
investigated include poor location, inferior products, and 
poor customer service. 


The survey not only investigates the extent to which 
specific problems within each internal category (manage- 
ment, finance, human resources, production, and mar- 
keting) were a prime cause of bankruptcy, it also asks 
which of these areas ranks as the most important. Was 
it the foundation on which a firm rests, that is, its man- 
agement structure? Or, was it a failure in one of its sub- 
components, such as technology strategy? It then asks 
whether these internal factors taken as a whole were 
more or less important than external factors that are 
outside the control of the firm. In doing so, it examines 
whether the downfall of the firm originated in events 
outside the control of the firm. It also asks whether 
bankruptcy in these circumstances (an external shock) 
was accompanied by particular internal problems. Did 
the lack of certain basic skills make the firm more vulner- 
able to a shock in its external environment? 


The questionnaire also focuses on the firm's access 
to credit and the cost of credit. A topic of perpetual in- 
terest is the availability of adequate and affordable financ- 
ing for businesses, particularly small businesses. The 
Survey questionnaire addresses in a tentative way 
whether bankrupt firms had problems accessing credit 
and the origin of these problems. Lending institutions 
have identified a lack of proper business and financial 
management skills in potential clients as one cause of 
insufficient access to financial capital. However, others 
argue that the problem may just as well be related to 


institutional policies that inappropriately deny some firms ~ 
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access to credit. Therefore, the survey asks trustees to 
evaluate whether access to credit was a particular prob- 
lem for the bankrupt firm. The survey separates the issue 
of access to credit into internal factors (such as financial 
or managerial incompetence) and external factors (such 
as policies of financial institutions). Data on access to 
credit was gathered for the period of time prior to the dif- 
ficulties that led to bankruptcy, thereby removing the 
obvious and expected tendency of financial markets to 
withdraw credit from firms heading towards insolvency. 


Finally, the survey examines whether the manage- 
ment of a failing firm recognized the symptoms of failure 
and then whether or not it chose to act on them. It goes 
further to ask whether there was a course of action, when 
difficulties became apparent, that might have prevented 
the bankruptcy and, indeed, whether or not the bankrupt 
firm should have been saved. 


The complete questionnaire is attached as 
Appendix B. 


3.2.2 Frame Design and Survey Response 


Although this study is interested in the causes of 
bankruptcy of Canadian businesses, only a subset of 
total business bankruptcies was chosen for the survey. 
The survey focused only on corporate bankruptcy. Be- 
tween 1992 and 1996, corporate bankruptcies made up 
only 28% of all business bankruptcies but they accounted 
for about 65% of total business liabilities arising from 
bankruptcy. Corporate bankruptcies account for the 
majority of liabilities of bankrupt firms although they are 
not numerically as large as the non-corporate population. 
Between 1992 and 1996, the average corporate bank- 
ruptcy had liabilities of $1.3 million dollars, while the 
average non-corporate business bankruptcy had liabili- 
ties of only $260,000—a five-fold difference. Corporate 
bankruptcies provided the frame used for the study 
because many of the non-corporate bankruptcies involve 
consumer bankruptcies or are very small businesses— 
businesses that had not reached the size where many 
of the issues that were being addressed in this study 
could be investigated with the survey instrument that was 
used here. 


The sample for the bankruptcy survey was designed 
to give a picture of bankrupt firms in Canada, namely the 
causes of bankruptcy and possible preventative meas- 
ures. The bankruptcy procedure has important implica- 
tions for both the design of the survey and the design of 
the sample and frame. The procedure that a bankrupt 
company must follow is set out in the Bankruptcy and 
Insolvency Act (BIA). All corporate bankruptcies in 
Canada are processed by the office of the Superintend- 
ent of Bankruptcies. Each corporate bankruptcy that oc- 
Curs is assigned a trustee upon registering with the office. 
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The trustee is required to acquaint him/herself with the 
operations of the firm so as to make the appropriate de- 
cisions. The decisions made must then be approved by 
the bankruptcy court on the disposition of the assets of 
the bankrupt firm. The disposition may involve liquidation 
or reorganization under court protection. The trustee 
conducts an investigation into the causes of bankruptcy 
and oversees the bankruptcy proceedings. The 
investigation usually includes several interviews with the 
owners and/or operators of the bankrupt firm. The trustee 
then submits a report to the Superintendent, outlining the 
assets and liabilities of the bankrupt firm and the causes 
of bankruptcy. 


The frame of corporate bankruptcies used for the 
survey was created from files supplied by Industry 
Canada. Since the trustees were surveyed about the 
bankruptcies as they occurred, the frame was built up 
over time. Once each week during the study period, In- 
dustry Canada provided Statistics Canada with a file con- 
taining all corporate bankruptcies with file dates from 
March 1, 1996 on. 


The survey was conducted using this information 
over the six-month period from March 1 to August 31. 
While there are seasonal variations in bankruptcies, this 
period is long enough to reduce their effect. The number 
of bankruptcies per month since 1990 were examined to 
ascertain that this period was broadly representative of 
the annual experience of bankruptcy by industry and 
region. 


The sampling strategy had three objectives: to pro- 
vide representative data from across Canada, to provide 
adequate representation for different industries, and to 
reduce the respondent burden on trustees who dealt with 
many bankruptcies. Of the 1,910 bankruptcies that oc- 
curred over the period, 1,085 firms were surveyed. A 
response rate of 50.7% produced 550 valid responses."° 


Weights were then applied to make the answers re- 
ported herein representative of the population. Population 
estimates were constructed in a two-stage procedure. In 
the first stage, estimates for the population of bankrupt 
firms were derived for Quebec and then for the rest of 
Canada. In the second stage, the estimates for these two 
regions were combined to create a national total by 
weighting each by its share of total corporations. This 
was done because, during the survey, bankruptcies in 
Quebec represented a greater share of total Canadian 


bankruptcies than was Quebec's share in the total cor- 
porate population."' Weighting the micro-record to the 
total bankruptcy population would have produced a pic- 
ture heavily dominated by Quebec, and the purpose of 
this survey was to provide a picture of a broad cross-sec- 
tion of Canadian bankruptcies. In the end, the results that 
this procedure generated were very similar to those 
which a more straightforward weighting scheme would 
have produced, since the profile of Quebec bankruptcies 
was very similar to the profile for bankruptcies in the rest 
of Canada. The one major difference was that, compared 
to the rest of Canada, a larger percentage of bankrupt- 
cies in Quebec were the result of an external shock due 
to the disappearance of major customers. 


3.2.3 Measurement of Contributing Causes 


In the bankruptcy survey, a six-point scale was gen- 
erally used to measure the importance of various con- 
tributing causes of bankruptcy. Trustees ranked the 
extent to which various problems in the functional areas, 
such as general management, marketing, human re- 
sources, and financing, contributed to the firm's bank- 
ruptcy. The scale is: 0 (not applicable), 1 (not at all) to 5 
(a great deal). The answers to the survey then provide 
the percentage of firms that fall into each category. 


These responses can be summarized in several dif- 
ferent ways: with a mean score, with the entire distribu- 
tion, or with parts of the distribution. The mean score is 
too parsimonious in that it ignores interesting informa- 
tion on the nature of the distribution; for example, whether 
the distribution is heavily concentrated around a score 
of 3 or whether it is distributed more heavily towards one 
or other of the tails. On the other hand, reporting the en- 
tire distribution for each response generates too much 
information to digest. In this study, a compromise is 
adopted. The information that is contained in the distri- 
bution of responses across these categories is summa- 
rized by using the percentage of firms that fall in the upper 
part of the distribution. This is the sum of the percentage 
of firms that have scores of 3, 4, and 5. For example, 
when it is reported that 68% of bankruptcies were af- 
fected by their external economic environment, the state- 
ment is based on the finding that 68% of responses 
reported that this contributing factor received a score of 
3, 4, or 5. The statistic that is used is commonly called 
an extreme score and will be referred to as such in 
subsequent tables. Standard errors for all responses are 
included in Appendix A. 


10 Non-response rates were about the same across region, industry and size class. 


! While the Quebec bankruptcy rate has . 
particularly high in the sample reference period. 
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been higher than that for other provinces over much of the last fifteen years, it was 
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4. Profile of Canadian Bankruptcies 


Various models of entry behaviour suggest that 
small, young firms are most prone to failure. In a world 
where entry is a gamble and firms start life without fully 
knowing whether they are more or less efficient than their 
competitors (Jovanovic, 1982), smaller younger firms are 
less likely to survive. The empirical evidence, at least in 
the manufacturing sector, confirms this picture. In gen- 
eral, new firms are smaller and less productive (Baldwin, 
1995), and competition culls out the least efficient of 
these (Baldwin and Rafiquzzaman, 1995). This study 
provides a closer look at a typical bankrupt firm in 
Canada and confirms this picture. 


The study found that bankrupt firms are generally 
quite young: most of the bankrupt firms were incorpo- 
rated after 1990. Thus, 63.1% of bankrupt firms failed 
within the first five years of operation. The majority 
(30.5%) of the remaining groups of bankrupt firms were 
less than 15 years old. 


Management and industry experience are critical for 
the learning process. While only 45% of managers had 
worked more than four years for the bankrupt firm 
(Table 1), this is partly due 


worked in the industry for more than 25 years, and over 
83% for more than 10. Over 40% of younger firms had 
managers with less than five years industry experience. 


As is predicted by theory and shown by previous 
studies (Hall, 1992), failure is almost entirely confined to 
the small-firm sector. Exactly half of bankrupt firms have 
between one and nine employees at the time of bank- 
ruptcy, and 30.5% have no employees. As firms ap- 
proach bankruptcy, they tend to decline in size. Many 
firms with employees the year prior to bankruptcy had 
none at the time of bankruptcy. 


Liabilities, a measure of pre-bankruptcy size, in- 
crease monotonically by employment class (Table 2). 
The median liabilities were $124,000 for firms with no 
employees at the time of bankruptcy, $172,000 for firms 
with 1-9 employees, and $661,000 for firms with 10 or 
more employees. Assets were much smaller than liabili- 
ties, with an assets/liabilities ratio of 25%, 33%, and 51%, 
respectively, in the three size classes. 


Small firms share certain characteristics that make 
them more vulnerable to 


to the young age of most 
bankrupt firms. Managers 
actually had more experi- 
ence in the industry. Some 
73% had more than four 


Table 1 


Distribution of Years of Experience of the 
Senior Manager by Type of Experience 


Years Worked for 
years experience in the in- the Bankrupt 
dustry; some 66% had Firm 
more than four years expe- 
rience as a manager. 

54.8 

The fact that young oe 
firms are more likely to fail 68 
relates partly to the fact that 4.0 
their management lacks ex- 2.9 


failure. In particular, they 
are generally owned by one 
person or a small group of 
persons (Argenti, 1976), an 
ownership structure that can 


Worked in Worked as | . 
the Industry | aManager | influence the range of capi- 
tal sources available to a 
z firm. Some 85% of bank- 
és rupt firms were owned by a 
27.0 33.7 | single person or family. 
11.3 17.8 | This, combined with the fact 
se ee that these firms are young, 
129 10.5 | Meant that they were more 
19 6.5 | likely to rely heavily on a 


perience and ability. Studies 
have shown that managers in small new firms gain their 
experience on the job (Successful Entrants). As a firm 
gets older, it might be expected that the proportion of 
firms failing from mismanagement will be reduced. 
Analysis of the numbers reveals that the managers of 
younger firms (less than 5 years old) indeed have less 
experience than those of older firms (over 5 years old): 
over half of younger firms had a senior manager who had 
worked as a manager for less than five years. By com- 
parison, only 6% of the older firms had senior manag- 
ers with this little experience. Management of older firms 
also had more experience in the industry: 27% had 
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small number of sources of 
capital; in particular, retained earnings and personal 
funds (Successful Entrants). Further, firms without 
"managerial depth" face a much greater risk of failure if 
personal problems of an unforeseen nature mean that 
the manager is unable to perform (Hall, 1994). 


Firms fail not just because they are small, young, and 
have inexperienced managers. They make basic mis- 
takes or face uncontrollable events. The remainder of this 
report focuses on the origin of the causes of bankruptcy. 
The first section provides an overview of the causes 
of business failure in Canada. The second section 
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internal competencies differ in firms that fail due to ex- 


describes how the causes of failure differ between young 
ternal shocks and those that fail due to internal problems. 


and old firms. Finally, the third section examines whether 


Table 2 
Assets, Liabilities, and Assets/Liabilities Ratios by Employment Size 

Employee % of Total Liabilities Assets Assets/ 
Size Employment is Re Liabilities 

Mean Median Mean Median Ratio’ 
0 30.5 444,183 123,923 108,876 17,540 0.25 
1-9 50.1 389,528 172,107 130,170 37,363 0.33 
10+ 19.4 1,532,211 661,295 776,249 188,800 0.51 

' Assets/Liabilities ratio is calculated as mean assets divided by mean liabilities 
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5. Why Firms Fail 


NN eS 


5.1 Overview of the Causes of Bankruptcy 
5.1.1 External Causes of Bankruptcy 


Many firms in Canada go bankrupt because of 
events that are partially beyond their control (Figure 5). 
These include such events as economic downturn in the 
market facing the firm, increases in competition, loss of 
a major customer as the result of relocation or market 
change, government regulation, technological change, 
employee fraud, or labour legislation. The survey results 
show that for the population as a whole these external 
events are important. Some 68% have been affected by 
an economic downturn in their market. In addition, in- 
creases in competition and customer difficulties (such as 
the loss of key customers or volatile demand) are also 
significant factors. 


It is noteworthy that when failure is attributed to 
economic downturn, increases in competition and cus- 
tomer difficulties are also seen to be a problem. Almost 
two-thirds of firms that failed due to economic downturn 
in their particular market also had problems due to in- 
creased competition and over half due to loss of key 
customers. Thus, "economic events"(economic down- 
turn in a particular market, increases in competition, and 
customer difficulties) are related to one another. On the 
other hand, there is a very limited relationship between 


these economic events and all other external causes of 
failure. 


5.1.2 Internal Causes of Bankruptcy 


While factors beyond a firm's control certainly play 
a major role in failure, many businesses that go bank- 
rupt also suffer from internal deficiencies. This study finds 
that while many internal deficiencies are important to 
some degree, firm failure that occurs as a result of inter- 
nal problems is primarily rooted in the deficiencies of firm 
management. Internal causes of bankruptcy include 
problems associated with general management skills, 
firm strategies, expansions and buyouts, financial plan- 
ning, financial management and record keeping, human 
resources, marketing, and production and operations. 


Deficiencies in general and financial management 
ranked highest: in almost 71% of firms, bankruptcy was 
attributed to problems in these areas (Figure 6). Man- 
agers of bankrupt firms simply lack the necessary knowl- 
edge and experience to make their businesses run. In 
addition, almost half (47%) of firms fail because of poor 
marketing capabilities. 


Weaknesses in human resources, innovation strat- 
egy, and production and operations rank well behind 
problems with management, financial management, and 
marketing as causes of failure. Firms generally do not 
fail because they have not developed human resources 
programs such as training and development; nor do they 
generally fail because they cannot innovate or because 
they have inefficient production and operations systems. 


Figure 5 


External Factors Contributing to Bankruptcy 
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Internal Factors Causing Bankruptcy 
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Rather they fail because they do not have the necessary 
management skills. While problems in each of these 
other areas were found to exist, and will be discussed 
later, itis in the area of management skills that bankrupt 
firms face the most problems. 


5.2 Focus on the Basics 


In Canada, firms fail because they simply do not 
have the basic management skills and characteristics 
necessary for success. Firms that survive the first years 
of life successfully develop core competencies—man- 
agement and financial expertise—as well as market- 
specific capabilities regarding what to produce, how it is 
to be produced, and how it will be marketed (Successful 
Entrants). Bankrupt firms, on the other hand, simply do 
not develop their core capabilities. Managers of these 
firms lack knowledge and experience and do not know 
how to financially manage a business. With regard to 
product-related capabilities, the study finds that bankrupt 
firms do not establish a market niche, nor do they pay 
enough heed to location. As a result, they do not develop 
a customer base to whom they can sell their products. 
Bankrupt firms simply fail at the basics. 


5.2.1 The Importance of Management 


Strong management skills are found in firms that 
manage to survive infancy and emerge into their early 
teen years (Successful Entrants). They are also recog- 
nized by older small- and medium-sized enterprises as 
the dominant factor behind their growth (Strategies for 
Success). 


This study confirms the importance of strong man- 
agement to young firms by showing the extent to which 
deficiencies in management lead to business failure. 
Businesses overwhelmingly fail because of deficiencies 
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in management skills: in 71% of firms, deficiencies in both 
general and financial management are described as the 
major causes of failure. 


5.2.1.1 General Management Skills 


Managerial inexperience and inefficiency are con- 
sistent themes in the literature explaining business failure 
(Haswell and Hoimes, 1989; Lussier, 1995). The signifi- 
cance that is placed on management deficiencies as a 
cause of failure warrants a closer look at the specific 
areas where these deficiencies are greatest. 


Management deficiencies that are seen to contribute 
to bankruptcy are many: in the area of knowledge, they 
involve the lack of breadth and depth of knowledge, and 
technical know-how; in the area of abilities, they involve 
deficiencies in communication, initiative, and control; in 
terms of attitudes, management is seen to pay insufficient 
attention to quality, to lack vision, and to be unwilling to 
delegate responsibilities; with regard to actions, manage- 
ment is seen to fail when it comes to staff supervision or 
the use of outside advisors. 


Knowledge skills (breadth, depth of knowledge, 
and technical know-how) 


Canadian firms go bankrupt primarily because their 
management lacks both breadth and depth of knowl- 
edge: over 56% of bankrupt firms failed largely as a result 
of these deficiencies (Figure 7). Management of these 
firms did not have sufficient general knowledge to coor- 
dinate activities involving financing, marketing, and 
operations, nor did it have sufficient specific knowledge 
within these areas. On average, lack of technical knowl- 


edge is not a major failing of the management of bank- 
rupts. 
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Figure 7 
Management Deficiencies Leading to Bankruptcy: Knowledge 
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Figure 8 


Management Deficiencies Leading to Bankruptcy: Attitudes 
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Abilities (adaptability, flexibility, communica- 
tion, initiative, and control) 


Management's lack of ability generally plays less of 
a role in failure than lack of knowledge (Figure 7). 
However, some findings are noteworthy. Lack of control 
by management is stated by 45% of respondents to have 
been a major contributor to bankruptcy. This is the re- 
sult of management inexperience. It becomes an even 
more important issue for firms with more than 10 employ- 
ees: control is reported as a causal factor behind bank- 
ruptcy in about two-thirds of these firms. 


Management's deficiencies in adaptability, flexibil- 


ity, communication, and initiative were cited as causes 
of failure in over one-quarter of bankruptcies. 
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Attitudes (vision, emphasis on quality, willing- 
ness to delegate responsibilities) 


The most critical factor here is lack of vision since 
half (49%) of firms fail because of this specific deficiency 
(Figure 8). Lack of vision may be related to experience 
levels, but also may be related to lack of planning, which 
is characteristic of bankrupt firms. 


Bankrupt firms do not fail because of management's 
lack of emphasis on quality. While studies of firm suc- 
cess—either measured in terms of growth or survival- 
show quality as crucial (Strategies for Success, 
Successful Entrants), in only 17% of bankrupt firms is this 
cited as a cause of failure. While quality is deemed to be 
crucial for success, a lack of quality is not what is driv- 
ing firms to bankruptcy. 


Statistics Canada — Catalogue no. 61-525-XPE 


Figure 9 
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Likewise, generally a management's unwillingness 
to delegate responsibilities does not lead these firms to 
bankruptcy—although it is a greater problem for smaller 
firms: it is flagged as an important issue for 44% of firms 
with 1-9 employees but only for 34% of firms with 10 or 
more employees. 


Actions (supervision of staff, use of outside 
advisers) 


Firms, whose management lacked sufficient knowl- 
edge to operate the business successfully, often failed 
to acknowledge this deficiency and as a result neglected 
to call in outside professionals to offset managerial in- 
experience. Overall, less than one-third of firms failed 
because of management's inability to supervise staff. 
However, this figure jumps to 45% for firms with more 
than ten employees. Staff supervision and lack of control 
are greater problems as a firm grows larger. 


5.2.1.2 Financial Management Skills 


Planning for the future, steering the present course, 
and assessing the past performance of a firm are at the 
core of successful management. Managers of growing 
firms indicate that they feel business and financial man- 
agement strategies are critical to their success (Success- 
ful Entrants). These were also the strategies that small- 
and medium-sized enterprises felt were behind their 
success (Strategies for Success). 


Failed firms also recognize the importance of busi- 
ness and financial management. Almost 71% of bank- 
rupt firms are described as failing because of poor 
financial management. Three particular problems 
that arise in this area are an unbalanced capital struc- 
ture, an inability to manage working capital, and 
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undercapitalization. A natural question to ask, then, is 
whether these problems reflect an imperfect capital 
market or management deficiencies (Hall, 1992). The 
responses to the survey suggest that most of these 
problems stem from management failure (Figure 9). 
About two-thirds of bankrupt firms suffered from manage- 
ment's inability to manage working capital. Over one- 
quarter had excessive cash withdrawals by the owners. 
Both of these problems are internal and, as such, reflect 
managerial failings rather than problems in the capital 
market. 


The issues of an unbalanced capital structure, such 
as financing long-term assets with short-term debt, and 
undercapitalization also figure prominently. Indeed, 
undercapitalization is just as important as the inability to 
manage working capital. It is more difficult to identify 
whether these problems stem from management's lack 
of proper business and financial management skills, or 
if the problem is related to institutional policies that in- 
appropriately deny some firms access to credit. 


To address these questions, the survey investigates 
whether the problem of financing was external or internal 
to the firm. Internal problems are those directly associ- 
ated with a failure of management, and include lack of 
resources (equity) to pursue different financing options, 
lack of information about financing options, unwillingness 
to use alternate sources of funds, unwillingness to give 
up control of the firm, and unwillingness to take on debt. 
External problems may be indirectly related to internal 
failures but they are outside the immediate purview of the 
firm. The external institutional barriers examined in this 
Survey include barriers created by policies of financial 
institutions (Such as collateral requirements or restrictive 
terms), the general reluctance to lend on the part of 
lenders/investors, limited availability of alternate sources 
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Table 3 
Problems Associated with Access to Credit 


Variable 


External Problems Facing Bankrupt Firms 

Barriers created by financial institutions 

General reluctance to lend on the part of 
lenders/investors 

Limited availability of alternate sources of capital 

High costs (e.g., high interest rates, high fees) 


Internal Problems Facing Bankrupt Firms 

Lack of resources (e.g., equity) to pursue different 
financial options 

Lack of information about financial options 

Unwillingness to use alternate sources of funds 

Unwillingness to give up control of firm 

Unwillingness to take on debt 


No Problem 


Minor Problem Major Problem 


% 


of capital, and high costs (such as high interest rates or 
high fees). 


The findings of this survey lend support to the argu- 
ment that external factors can be problematic for some 
firms, though no one area dominates the others. A limited 
availability of alternate sources of capital presented a 
minor problem to 29% of firms and a major problem to 
35% of respondents (Table 3). Barriers created by finan- 
Cial institutions presented a major problem to only 17% 
of bankrupt firms, but were a minor problem to 26%. 
Bankrupt firms also faced a reluctance on the part of 
lenders and investors to provide funds: 28% had a mi- 
nor problem and 18% a major one. High costs of credit 
were a major problem to only 8% of bankrupt firms but 
presented a minor problem to another third. 


Internal factors were also at the root of many bank- 
ruptcies. In particular, one-third of bankrupt firms suffered 
a lack of resources to pursue different financial options. 
This was a major problem for smaller firms. Firms, par- 
ticularly smaller ones, have to develop their internal 
resources—whether it be retained earnings or share 
capital—to demonstrate the value of the business and 
attract investment. Firms that do not do this are limited 
to fewer capital sources. In addition, some capital prob- 
lems were due to the attitudes and preferences of own- 
ers. One-third of bankrupt firms faced minor or major 
barriers in their access to capital because the owner was 
unwilling to give up control of the firm. In addition, finan- 
cial managers of some firms did not understand their op- 
tions: in 41%, management lacked information about 
financial options. 


While these various problems faced by bankrupt 
firms were divided into external and internal causes, It 
should be noted that the two areas are not independent 
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of one another. A firm that faces barriers in financial 
markets may do so because its management is ill-ac- 
quainted with alternate sources of funds. External debt 
finance may be denied a management that is unable to 
raise sufficient equity capital by persuading equity pro- 
viders that its prospects are sound. 


In order to investigate the relationship between the 
external barriers to capital and internal problems that are 
associated with difficulties accessing capital, the percent- 
age Of firms that had a major external problem and also 
suffered from either a major or minor internal problem 
was Calculated (Figure 10). Many of the firms facing 
external barriers to capital also suffer from a lack of 
resources to pursue different financing options. Over 82% 
of firms facing barriers created by the policies of financial 
institutions lack the resources (equity) to pursue different 
financing options. An even greater percentage facing the 
other external problems also lack the resources (equity) 
to pursue different financing options. Almost as impor- 
tant is the paucity of information about financing options: 
about 62% of firms facing external barriers do not pos- 
sess the necessary knowledge to pursue different op- 
tions. Thus, while external factors do act as a barrier to 
capital, they are related to a major internal problem. 


Some of these connections between external and 
internal problems may result from imperfect capital 
markets. If firms cannot raise equity capital because of 
imperfections therein, then it might be expected that 
financial institutions, which focus on the adequacy of 
equity, would be leery of lending as well. However, capital 
market imperfections cannot be the entire answer. In the 
case of many external problems, the firm is also diag- 
nosed to suffer from an internal problem that is more 
closely associated with a management shortcoming, 
such as lack of information, unwillingness to use some 
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Figure 10 


Relationship Between External and Internal Barriers to Financing 
(% of firms indicating a serious external problem 
that also had an internal problem) 
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sources of funds, an unwillingness to give up control, or 
an unwillingness to take on debt. 


5.2.1.3 Business and Financial Planning 


Good financial management and good business 
management go hand in hand. Every activity the firm 
undertakes must be financed: rent must be paid, equip- 
ment and material inputs must be purchased, and wages 
paid (Successful Entrants). 


It has been postulated that formalized business and 
financial plans are one element of a firm's success, as 
they are evidence of a long-term commitment to the firm 
and, therefore, have a positive effect on the firm's ability 
to obtain financing. Likewise, formal plans may reassure 
employees and customers of management's commit- 
ment to success, thereby 
improving employee pro- 
ductivity and customer rela- 
tions. 


However, studies have 
shown that only about one 
fifth of young surviving en- 
trants have formalized busi- 
ness or financial plans 
(Successful Entrants). This 
is about the same propor- 
tion as bankrupt firms. Sur- 


Variable 


Financial plan 

Human resources plan 
Marketing/sales plan 
Product development plan 
Technology plan 


Table 4 
The Content of the Business Plan 


The size of the firm determines whether it has for- 
malized plans or not. Smaller firms have less of a need 
to have written business and financial plans as they have 
fewer employees to whom they communicate plans. 
Similarly, smaller firms are less likely to use external 
financing, and thus have less need to communicate these 
strategies to parties outside the firm (Successful En- 
trants). Since small firms make up the majority of bank- 
ruptcies, this explains, at least in part, why planning may 
not be prevalent among these firms. 


Of those bankrupt firms that did have a written busi- 
ness plan, 83% included a financial plan and 74% a mar- 
keting/sales plan (Table 4). About one-half (48.6%) 
included a product development plan, 32% included a 
human resources plan, and 27% included a technology 
plan. 


Not only did the same 
percentage of surviving 
and bankrupt firms have 
formalized financial plans 
Yes but, their content was also 
pretty much the same. In 


% surviving entrants, 94% of 


83.1 financial plans include a fi- 
32.1 nancial budget for the cur- 
aoe rent year, and only 
27.4 marginally fewer include 


historical data (87%). Fi- 


viving firms, then, do not 
differ much from bankrupt firms in the extent to which they 
have business and financial plans. 
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nancial forecasts were in- 
cluded 56% of the time (Successful Entrants). The 
comparable percentages were only marginally lower 
in bankrupt firms—89% of bankrupt firms included 
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Table 5 


The Content of the Financial Plan 


SSS lal abelian Pee ga 
Variable 


Historical financial data 
Financial data for the current year 
Financial forecasts beyond the current year 


Table 6 
Person Responsible for the Financial Plan 


Variable 


Owner/manager 67.2 
Chief financial officer/executive 10.3 


Internal accountant 6.4 

External accountant or consultant 134 

Other 3.0 
See vorias ead 


financial data for the current year, 73% included historical 
financial data, and 59% included financia! forecasts 
(Table 5). 


Finally, 81% of surviving firms with a financial plan 
periodically take stock of where they stand with 
respect to their goals and follow up by making adjust- 
ments to their practices and expectations (Successful En- 
trants). However, less than one-third of bankrupt firms 
with forecasts in their financial plan actually compare re- 
sults with forecasts, and only 40% of those take any re- 
medial action when forecasts differ from outcomes. 
Bankrupt firms, therefore, have the same type of financial 
plans but they reevaluate them less frequently. 


Who writes the financial plan may be as important 
as what it contains. The owners and managers— 
generally with little experience—were responsible for the 
financial plan in 67% of the failed firms (Table 6). About 
13% made use of an external accountant or consultant. 
Only about one in five financial plans was managed by 
a CA and fewer than one in ten by a CGA or CMA. Over 
70% were managed by persons with other qualifications. 


A look at surviving firms provides a slightly different 
- picture. While financial plans were reviewed by employ- 
_ ees of the firm most frequently (61%), over one-third of 
these firms had their financial plan reviewed by an inde- 
pendent certified financial advisor (Successful Entrants). 


Avoiding the use of outside consultants in financial 
planning meshes with a more general problem: firms that 
go out of business have managers with only a few years 
experience, deficiencies in knowledge, and who make 
infrequent use of outside consultants of any kind. Less 
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than half regularly consulted lawyers or financial advisors 
(Table 7). Only 11% conferred with technical/production 
consultants and less than that with management/market- 
ing consultants. In conclusion, bankrupt firms lacked the 
expertise to manage themselves effectively, and they 
failed to consult outside professionals. 


Firm objectives or strategic goals can also affect the 
likelihood of failure. In particular, too much or too little 
emphasis on one specific goal can work to the detriment 
of others. Bankrupt firms, once again, fail here with 
regards to a key, basic dimension. Almost 54% place too 
little emphasis on profitability (Table 8). Close behind is 
the lack of emphasis on stability (44%) and adaptability 
(42%). Bankrupt firms fail to allow for changes in their 
environment that require adaptation. Again, these de- 
ficiencies contribute to poor management. Managers in 
bankrupt firms not only lack key knowledge; they also 
adopt inappropriate goals. 


5.2.2 Marketing 


Successful firms rank marketing strategies as cru- 
cial to their success. They rank themselves above their 
competitors with regards to quality of product, flexibility 
in responding to customer needs, and user services 
(Strategies for Success). In keeping with the first part of 
this finding, deficiencies in marketing figure prominently 
on a list of factors associated with firm failure. For almost 
half of the firms, bankruptcy is attributed to insufficient 
marketing skills (Figure 6). 


Table 7 
Consultation with Outside Advisors 

Variable Yes 

% 
Lawyer 44.1 
Financial advisors 38.7 
Management/marketing consultants oss) 
Technical/production consultants 11.0 


Table 8 
Emphasis on Strategic Goals 


Variable Too Just Too 
Little Right Much 


% 


Market share 31.6 32.9 7.6 
Expansion/growth daa 23.6 20.4 
Profitability 53.9 24.8 6.6 
Stability 43.7 27.4 3.1 
Adaptability 41.7 25.2 3.3 
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Contrary to the finding for successful growing small 
firms, however, the specific deficiencies in marketing that 
are associated with bankruptcy do not relate primarily to 
a lack of emphasis on quality. Only one in five bankrupt- 
cies can be traced to poor customer service and just 14% 
had poor product quality as the cause (Figure 11). For 
firms that fail, the weakness in marketing is more funda- 
mental: these firms fail to establish a market niche. They 
simply do not have a market for their product. Over one- 
third go bankrupt because the firm adopted poor pricing 
strategies. Over one-quarter of firms fail because the lo- 
cation of the businesses was poor. Once more, bank- 
ruptcy is not so much a result of lack of sophistication, 
but rather a failure to get the basic product strategy 
correct from the very start. 
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5.2.3 Production and Operations 


When it comes to production and operations, surviv- 
ing entrants attribute their success to such things as high 
quality supplies, reducing the use of material inputs, 
reducing production times, and using computer-controlled 
processes (Successful Entrants). Bankrupt firms gen- 
erally do not fail because of their inability to achieve these 
sophisticated production goals, but simply because they 
over-extend themselves with their facilities (Figure 12). 
About one-third of bankrupt firms failed because the cost 
of their facility was too high; about one-quarter failed 
because they had excessive facilities. 
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Figure 13 
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5.2.4 Human Resources 


Previous studies have evaluated the importance of 
strong human resources to a firm's overall objectives 
(Strategies for Success and Successful Entrants). 
Particular emphasis in surviving firms has been placed 
on the training and development of employees and the 
recruitment of skilled employees (Successful Entrants). 
In contrast, human resources problems play a relatively 
smaller role in bankruptcy. Those that do attribute a role 
to deficiencies in human resources competencies sug- 
gest it is because labour costs are too high and the 
performance of the employees is poor (Figure 13). 


As might be expected for small firms that are run by 


/ Owner-managers, personal problems of the management 


stand out as the most important human resources issue. 


_ Hall (1992) notes that personal problems are particularly 
devastating to firms led by “one-man rule". If something 
_ happens to the manager, there is no one to step in and 
_ take over the management position. Again, this is likely 


to be particularly problematic for small firms. A lack of 
depth in management within a small firm may mean that, 


for instance, the serious illness of the senior manager, 
_ will jeopardize its survival to an extent that would never 


be expected within a large firm (Hall, 1992). 


5.3 Prevention and Onset 


Despite the aforementioned problems, it is natural 
to ask if firms that fail can or should be saved. The costs 


_ of bankruptcy are part of the investment costs society 


incurs for developing new firms. Bankruptcy is the 


_ market's way of eliminating the least efficient and pro- 


ductive firms and reallocating resources to more efficient 
entrepreneurs. This investment process costs re- 
sources—those of owners, workers, and creditors. If 
something can be done to revive a failing business, the 
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advantages of the investment might be attained without 
as many of the costs associated with failure. Of course, 
failure may be beneficial. When there is an obvious 
mismatch between the skills of an entrepreneur and 
industry circumstances, it is better to let the resources 
that are invested in a young firm be reallocated. To in- 
vestigate these two issues, the bankruptcy trustees were 
asked whether, in their opinion, the bankrupt firm could 
or should have been saved. 


As it turns out, the causes of bankruptcy involved 
such fundamental problems that almost 76% of bankrupt 
firms would not have been capable of surviving even if 
management had taken corrective actions just when the 
firm began to fail. In fact, trustees report that 82% of 
bankrupt firms should not be saved. 


What could firms have done previously to avert 
bankruptcy? Although trustees report that at the time of 
bankruptcy the majority of these firms should not have 
been saved, certain preventative actions taken at an 
earlier date might have put the bankrupt firm in the 
position where it could and should have been saved. 
First, raising additional equity is seen to be important; 
about half of these firms might have been able to avoid 
bankruptcy had they pursued this option at an earlier 
stage (Figure 14). This conforms with the observation 
that many bankruptcies arose because of internal limi- 
tations in financing options due to a lack of equity in 
bankrupt firms. Second, about 42% might have avoided 
failure had they turned to an outside consultant for help 
in offsetting managerial deficiencies. Renegotiating with 
debt holders or suppliers was the suggested solution for 
about one-third of these firms. 


5.4 Industry Breakdown 


A discussion of the causes of bankruptcy would not 
be complete without an analysis of industry differences. 
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An examination as to whether the causes of bankruptcy 
differ among industries finds that the results discussed 
in the previous sections are generally robust across 
industries and, therefore, widely applicable to businesses 
in Canada. 


The top three external causes of bankruptcy were 
uniformly the top three for all industries (Table 9). Eco- 
nomic downturn was the main external cause of bank- 
ruptcy in all industries, although the service industries 
were slightly less affected. This should be expected as 
services industries are, in general, less affected by the 


business cycle. Increases in competition and customer 
difficulties are also major external causes. In the con- 
struction industry, government regulation plays a major 
role in bankruptcy. 


Internal causes of bankruptcy are also evaluated by 
industry (Table 10). The three most frequently cited 
internal deficiencies are general management, financial 
management, and marketing capabilities in all industries. 
The manufacturing and business services sectors place 
greater emphasis on human resources problems than 
other industries. 


Table 9 
Extreme Scores of External Factors Contributing to Bankruptcy: by Industry 


Variable Manu- Retail Whole- Con- Real Accom. Business Other 
facturing sale struction Estate& &Food Services Services 
Insurance 
Score (%) 

Economic downturn 68.66 1LA8 15,08 75.18 58.47 66.19 58 55 69.04 
Competition 52.52 51.95 39.41 42.79 24.00 46.09 39.06 62.33 
Customer difficulties 54.27 48.53 57.90 38.69 9.89 25.14 40.55 60.20 
Government regulation 13.06 18.39 18.39 36./1 8.63 19.75 9.50 12.95 
Fundamental change 

in market conditions 21.00 21.29 26.54 15.55 9.66 15.91 19.22 30.39 
Supplier difficulties 15.26 42.05 29.33 21.75 0.00 2.83 6.35 12.59 
Unforeseen 

circumstances 15.80 14.11 21.79 19.73 15.438 1454. 6.08 16.53 
Fundamental change 

in technology 19.45 8.07 17.35 13.74 6.44 1.54 7.95 14.58 
Employee fraud/theft 7.39 5.76 6.75 8.56 11.89 10.56 6.19 T#A 
Labour or industrial 

relations legislation 4.97 3.21 40,52 13.20 0.00 4.62 3.90 9.73 
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Table 10 
Extreme Scores of Internal Factors Causing Bankruptcy by Industry 


Variable Manu- Retail Whole- Con- Real Accom. Business Other All 
facturing sale struction Estate& &Food Services Services Other 
Insurance 


Score (%) 


General management 15,05 66.42 77.88 81.57 38.49 63.94 75.82 75.89 73.41 
Financial management 71.41 64.41 79.67 78.72 B75 71.19 57.22 83.79 71.74 
Marketing capabilities 60.94 51-25 56.33 DT aae 13.19 48.89 48.56 47.49 45.59 
Production and operations 38.33 20.07 37.45 34.58 3.08 20.53 20.33 49.96 31.97 
Innovation strategy 47.34 ELS 1 8 25.62 30.33 5.98 ZioS 13.65 42.51 de Ts | 
Human resource 


capabilities 33.02 19.96 25.33 Zoe 0.00 24.97 32.83 36.82 24.12 


ee 
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6. Learning by Doing 


a 


The first section of this study provides an overview 
of the causes of business failure in Canada that prevail 
in the general population. Overviews may hide important 
differences across subsets of the population. Firms are 
not homogeneous entities. The problems that they face 
may differ depending on their stage of life. This section 
describes how the causes of failure differ between young 
and old firms. 


Learning-by-doing characterizes the early years of 
a firm's life. New firms generally start life with owner- 
managers who have little experience. Initially, the owner- 
managers of these firms have to master basic skills. As 
a business grows, management must tackle a new set 
of problems that are associated with the increased com- 
plexity of running an older and often larger firm. The 
nature of the different issues faced by firms of different 
ages provides a useful insight into the problems that firms 
must solve as they grow older. 


In accordance with this view of the progression that 
firms make as they mature, young firms (those that in- 
corporated in the 1990s) were more likely to report that 
internal factors played a greater role in the bankruptcy 
than did external factors (53% versus 47%). Older firms 
(those incorporated before 1990) report the exact oppo- 
site: external causes played a greater role in their demise 
(54% versus 46%). In the early stages of life, internal 
deficiencies are so prevalent that most bankruptcies 


occur for these reasons. As firms mature, many of these 
internal competencies improve. At this stage, external 
shocks begin to play a larger role as the contributing 
factor to bankruptcy. 


While older firms were more likely to fail due to 
external shocks, both groups of firms were affected by 
external factors. But the external shocks that contributed 
to bankruptcy differ by age. Older firms were more likely 
to fail due to economic downturn and increases in com- 
petition than were younger firms (Figure 15). Younger 
firms, on the other hand, were more affected by customer 
difficulties—namely, the loss of key customers or volatile 
demand: 46% failed for this reason compared with only 
37% of older firms. 


With respect to internal factors, the relative impor- 
tance of problems in the six major functional areas is the 
same for young and old firms (Figure 16). General and 
financial management are the biggest problems, followed 
by marketing capabilities. Production and operations, 
innovation strategy, and human resources are all less 
important, although all are more problematic for younger 
firms. With the exception of general management, these 
problems become less important factors as firms age— 
probably because management gains experience. In 
particular, human resources issues are more easily dealt 
with as a firm ages and management gains experience. 


Figure 15 
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6.1 General Management 


Almost the same proportion of young and old firms 
fail (72% and 68%, respectively) because of weak gen- 
eral management (Figure 16). But within the area of 
general management, there are differences in the areas 
where specific problems arise. The management of 
younger firms is more likely to lack knowledge (Figure 
17). As already discussed, managers of younger firms 
have less experience, both ina management role and 
in the industry. As the firm gets older, management gains 
knowledge and experience. But deficiencies in knowl- 
edge remain a major problem and are still responsible 
for failure in over half of older firms. 


Other areas where improvements occur over time 
are: lack of vision, control, communications, technical 
knowledge, and inadequate supervision of staff (Figures 
17 and 18). On the other hand, problems with initiative 
do not become less important as firms age. Finally, some 
areas become more problematic: poor use of outside 
advisors, lack of emphasis on quality, unwillingness to 
delegate responsibilities, and a lack of flexibility or adapt- 
ability. Problems in these areas become relatively more 
important as the business ages for one of two reasons. 
Either these problems become more critical as the firm 
gets older, or management fails to improve its capabilities 
in these areas. 


6.2 Financial Management 


The greatest problems in the area of financial man- 
agement are the same for both old and young firms: an 
inability to manage working capital, undercapitalization, 
and an unbalanced capital structure (Figure 19). In the 
two areas where financial problems clearly stem from 
internal deficiencies (inability to manage working capi- 
tal and excessive cash withdrawals), problems are just 
as Critical in older as in younger firms. For the financial 
problems that cannot be identified as either resulting just 
from internal or external barriers (undercapitalization and 
unbalanced capital structure) we see that older firms 
have less difficulty with the former than with the latter. 
The management of older firms still have equally intense 
problems from a lack of financial management skills and 
lack of balance in their capital structure, but older firms 
have gained credibility in the eyes of lenders/investors 
and have reduced their problems with undercapitalization 
problems. 


Both old and young firms suffer from a limited avail- 
ability of alternate sources of capital and a lack of re- 
sources (equity) to pursue different financing options 
(Table 11). The former problem is more critical for 
younger firms. On the other hand, there is very little 
difference between the percentage of young and old firms 
lacking resources to pursue different financing options. 


Table 11 


Problems Associated with Access to Credits Prior to the Difficulties 
that Led to the Bankrupt's Demise: by Age 


Old Young 
Variable No Minor Major No Minor Major 
Problem Problem Problem Problem Problem Problem 

External Problems Facing Bankrupt Firms 
Barriers created by financial 

institutions 5/17 26.72 ea. 5/32 29.07 13.61 
General reluctance to lend on the part 

of lenders/investors 56.38 26.76 16.85 52.43 29.24 18.33 
Limited availability of alternate 

sources of capital 46.15 260.05 21.00 29.91 30,55 39.53 
High costs (e.g., high interest rates, 

high fees) 59.95 CUES Pie 59.40 34.18 6.42 
Internal Problems Facing Bankrupt Firms 
Lack of resources to pursue different 

financial options 36.22 28.10 35.68 32.66 S220 35.09 
Lack of information about financial 

options 63.01 29.76 6.92 58.06 30.07 11.87 
Unwillingness to use alternate ; 

sources of funds 72.01 22.45 5.53 68.85 25.83 5.32 
Unwillingness to give up control of firm 56.61 24.05 19.34 66.96 20.91 12.13 
Unwillingness to take on debt ! 82.51 12.71 4.77 78.78 16.56 4.66 
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Figure 16 
Internal Factors for Different Functional Areas: by Age 
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Figure 17 
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Figure 18 
Management Deficiencies Leading to Bankruptcy by Age: 
Attitudes 
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Figure 19 
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Areas of financial management where older firms 
have fewer problems include bookkeeping and informa- 
tion on production costs (Figure 20). These are skills that 
can be learned and therefore improve as management 
gains experience. Thus, age brings some improvement 
in skills associated with the monitoring process, but little 
progress in the extent to which unbalanced capital struc- 
tures are overcome. The latter confirms the finding that 
initial problems in financial structure are difficult to over- 
come and continue to haunt firms as they age (Baldwin 
and Johnson, 1997). 


6.3 Marketing 


After deficiencies in general and financial manage- 
ment, the third most important problem for both young 
and old firms is the general area of marketing (Figure 16). 
When it comes to specific marketing deficiencies, the 
problems that young firms face are fundamental. Young 
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firms that go bankrupt do not have a product that sells 
(Figure 21). They fail to establish a market niche or to 
situate themselves in suitable geographic locations. As 
firms age, these problems are reduced somewhat, al- 
though they often remain critical. Poor pricing strategies 
are also a problem for both young and old firms; in fact, 
how businesses price their products becomes relatively 
more important with time. 


6.4 Human Resources 


While the general functional area of human re- 
sources is less of an issue for older than for younger firms 
(Figure 16), there are two interesting differences in the 
Specific human resources problems faced by those two 
groups (Figure 22). First, younger firms fail because they 
lack skilled employees whereas older firms do not expe- 
rience this problem to the same extent. On the other 
hand, older firms are more likely to have suffered from 
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Figure 21 


Internal Marketing Factors Causing Bankruptcy: by Age 
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Figure 22 


Specific Human Resources Factors Causing Bankruptcy: 
by Age 
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a departure of key personnel. The task facing a new firm 


then is to find skilled personnel, and as it grows older, to 


keep those who are critical to its operations. 


High la- 


bour costs and personal problems of management were 
‘more of an issue for older firms, though the differences 
are neither large nor statistically significant. 


| 
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6.5 Production and Operations 


When specific problems associated with the produc- 
tion and operations of bankrupt firms are examined, 
young firms are seen to be more vulnerable than their 
older counterparts to high costs, both of material inputs 
and of facilities (Figure 23). As a firm ages, this becomes 
less of a problem-either because older firms are able to 
develop more advantageous supplier relations, because 
they grow into their facilities, or because these things are 
simply less critical for older firms. However, keeping 
abreast of the latest technology becomes more impor- 
tant as firms age. 
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6.6 Prevention of Bankruptcy 


The steps that old and young firms might have taken 
to deal with the problems in order to prevent bankruptcy 
are very much the same (Figure 24). Additional capital 
(equity) is key to both groups of firms. Both groups should 
have raised additional equity, sought new sources of 
financing, and undertaken product development/diver- 
sification. Older firms, on the other hand, have a greater 
chance of survival if they reengineer operations or ap- 
point an outside advisor. 


6.7 Conclusion 


The management of new firms face a learning curve. 
In the early stages of life, so much needs to be learned 
that most bankruptcies occur because of internal defi- 
ciencies. Younger firms’ deficiencies in a broad range of 
areas contribute to their failure. While there is no single 
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area where an improvement offers a magic solution, 
there is one where problems are more pervasive than 
others. It is the lack of breadth and depth of fundamental 
knowledge about management that is most serious in 
younger firms. The fact that younger firms experience 
greater incidences of failure due to undercapitalization 
is due in part to deficiency in management. These prob- 
lems range from inadequate record keeping to poor 
knowledge of financial sources. Young firms also expe- 
rience relatively more severe human resources prob- 
lems, particularly in finding skilled employees. Similarly, 
both production (high costs of inputs and facilities) and 
marketing (poor pricing, lack of market niche, unsuitable 
location) competencies are more problematic for younger 
firms than is the case for more mature firms. 
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There are certain competencies that older firms 
develop, since the passage of time confers benefits of 
experience. On the other hand, there are other areas 
where older bankrupt firms do not outgrow the problems 
that are symptomatic of younger firms—where bankrupt 
firms of all ages share certain core problems. Both 
groups lack general and financial management compe- 
tencies. Their management lacks both breadth and depth 
of knowledge, as well as vision. This leads to a poor 
financial structure in terms of both overall capitalization, 
as well as the means by which assets are backed. There 
are core solutions that are applicable to both: an increase 
in equity financing and appointing outside consultants. 
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Nevertheless, more mature firms have developed 
enough core competencies to allow them to survive 
several years of operation. Their failings are highlighted 
when faced with adverse economic conditions. While 
many of the problems that they face are similar to those 
found in younger firms, some new problems that are 


associated with the increased complexity of running an 
older and often larger firm arise. These include an un- 
willingness to delegate responsibilities, a lack of empha- 
SiS On quality, poor use of outside advisors, and the loss 
of key personnel. 


 — 
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7. External Shocks and Internal Deficiencies 


Almost half of bankrupt firms in Canada fail pri- 
marily due to problems within the business. An exami- 
nation of these firms reveals what basic internal strengths 
need to be developed in order for a firm to survive. How- 
ever, just over half of firms go bankrupt because they 
could not survive external shocks, mainly economic 
downturn and increases in competition. As will be seen, 
these firms generally mastered more of the basics, but 
they did not develop all of the necessary internal com- 
petencies to survive an external shock. This section 
provides an overview of the basic internal strengths that, 
if lacking, will cause a firm to fail when adverse external 
conditions prevail. As well, it delves into the issue of what 
internal competencies must be developed to protect a 
firm against external shocks once the basic strengths are 
mastered. 


In order to compare the causes of failure, the firms 
in this study are divided into two groups: those that failed 
primarily for internal reasons, and those that failed pri- 
marily for external reasons. Trustees were asked to 
assign scores to each of the internal and external fac- 
tors. The scores jointly sum to 100. When the score was 
greater than or equal to 51% for external causes, this was 
Classified as failure due to external causes; otherwise, 
it was classified as an internal failure. Differences in the 
importance of the general functional areas (management, 
finance, human resources, etc.) were then examined for 
the two groups. 


Firms that fail for internal reasons do so primarily 
because of deficiencies in general and financial manage- 
ment (Figure 25), which are cited as the causes of bank- 
ruptcy in 90% and in 86% of these firms, respectively. 
Deficiencies in marketing capabilities also rank high for 
this group: in almost one-half, failure is attributed to this 
general area. In contrast, in those that failed primarily 
for external reasons, failure is attributed less to internal 
factors in general, even though the most important inter- 
nal contributing factors are the same. In about half, failure 
is attributed to deficiencies in general and financial 
management. Thus, these areas are clearly critical to 
all firms. 


As will be seen, internal deficiencies exist regardless 
of whether internal or external forces were primarily 
responsible for the firm's demise. This indicates the 
overriding importance of rectifying internal deficiencies. 
Since general management skills are the main problem 
for both internally and externally generated failures, this 
is an area where improvements promise benefits in both 
cases. 


Even if general management deficiencies are less 
frequent in externally generated failures, they still accom- 
pany failure in more cases than any other problem 
(Figure 25). When a firm fails primarily due to external 
shocks, this is partly due to Internal problems. 


Figure 25 


The Importance of Internal Factors, for Externally and 
Internally Generated Bankruptcies 
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Figure 26 


Management Deficiencies with Regards to Knowledge, for 
Externally and Internally Generated Bankruptcies 
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It is noteworthy that marketing capabilities play a 
relatively more important role in external failures (Figure 
25). While poor marketing capabilities play a far less 
significant role in failure than deficiencies in management 
for internally generated failures, they are equally impor- 
tant for externally generated failures. Therefore, while 
marketing capabilities are less important as basic 
strengths that firms need to develop in order to survive 
the early years of life when death rates are so high, they 
are critical in the face of an external shock—probably 
because the major external shocks involve a loss of 
customers. 


Deficiencies in production and operations, innova- 
tion strategy, and human resource capabilities are less 
responsible for failure than are problems in management, 
finance, and marketing. However, firms that fail for in- 
ternal reasons are more affected by these than firms that 
fail for external reasons. 


7.1 General Management 


While management failure is the most important 
factor for both internal and external failure (Figure 25), 
the areas in which specific deficiencies arise (knowledge, 
abilities, attitudes, and actions) need not be the same 
(Figures 26 and 27). 


Internal difficulties arose from lack of knowledge, lack 
of use of outside advisors, and lack of control. In all three 
cases, these problems are considerably reduced but are 
still the most important deficiencies for externally gen- 
erated failures. While nearly 70% of firms that failed for 
internal reasons did so because of a lack of breadth or 
depth of knowledge, this is still the case for a little less 
than 40% of firms that failed primarily because of external 
shocks. Externally generated failures also experience 
fewer management problems related to delegation of 
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responsibility, a lack of emphasis on quality, and the 
supervision of staff. 


In other areas, problems are relatively greater for 
externally generated failures. Problems in attitudes, such 
as vision; abilities, such as initiative, communication and 
flexibility; and technical knowledge all become more 
important relative to other problems. These are generally 
the characteristics of management in more sophisticated 
firms, and are, therefore, relatively more important for that 
stage of life where failure results from an inability to 
respond to external events, rather than deficiencies in 
the basic internal competencies. Therefore, there are 
Clearly a larger body of problems, any of which can bring 
down a firm once it is at the stage where it is more sus- 
ceptible to external events. In this sense, life becomes 
more complex for larger, older firms. There are a wider 
range of problems that need to be addressed in order to 
avoid bankruptcy that arises from external shocks. 


7.2 Financial Management 


Overall, specific problems in financial management 
are substantially diminished for externally versus inter- 
nally generated failures (Figure 28). Externally generated 
failures are not as affected by unbalanced capital struc- 
tures, the inability to manage working capital, and 
undercapitalization. But each of these problems still 
remained and, in fact, had about the same relative im- 
portance for both internally and externally generated 
failures—with the possible exception of under-capitali- 
zation, which is relatively more important for the latter. 
Excessive cash withdrawals, while an important problem 
for internally generated failures, are not very important 
in the case of externally generated failures. Thus, a 
strong financial structure is critical for all firms, whether 
to build up internal competencies or, once these compe- 
tencies exist, to protect against external shocks. 
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Management Deficiencies with Regards to Attitudes for 
Externally and Internally Generated Bankruptcies 
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Figure 28 


Financial Management Deficiencies 
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There is, however, a notable difference in manage- 
ment's monitoring abilities between internally and exter- 
nally generated failures (Figure 29). In particular, very 
few firms that failed due to external shocks had problems 
associated with bookkeeping or inadequate information 
on production costs. In contrast, these were problems 
for over 50% of internally generated failures. Poor control 
of receivables becomes relatively more important for 
externally generated failures. Economic downturns slow 
down the payment of receivables and leave firms that did 
not control receivables in a particularly vulnerable posi- 
tion. 


7.3 Marketing 


In terms of general competencies, general marketing 
problems become relatively more important in externally 
generated failures (Figure 25). However, in contrast to 


the areas of general management and financial manage- 
ment, where the importance of most of the specific prob- 
lems are relatively similar for both externally and internally 
generated failures, in marketing there is a substantial shift 
in the specific areas that are associated with bankruptcy 
caused by an unfavourable environment (Figure 30). 


Poor pricing policy dominates as the most important 
oroblem for firms that fail due to internal reasons. Failing 
to establish a market niche and poor customer service 
are next. By way of contrast, firms that fail for external 
reasons have substantially reduced their pricing and 
customer service problems, though they have not re- 
solved the market niche problem. Concomitant with this 
issue is one of poor or unsuitable location, which is re- 
ally just another facet of the lack of a market niche in 
industries like retail trade. 


eee 
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Figure 29 
Management Deficiencies with Regards to Record Keeping for 
Externally and Internally Generated Bankruptcies 
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internal Marketing Deficiencies for Externally and Internally 
Generated Bankruptcies 
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In summary, solution of the basic pricing problem is Elsewhere (high facility unit costs, high costs of mate- 
necessary to reach the stage in life where external events rial inputs, and inventory difficulties), the production prob- 
become a threat. But when they do so, basic problems lems associated with bankruptcy are just as high for 
that have to do with location and nature of the product external failures as they are for internal failures. Improve- 
are the areas in which marketing thrust and expertise are ments in these areas would have the highest payoff— 
the most critical internal factors that accompany bank- in the sense that they would benefit the firm irrespective 
ruptcy. of the source of failure. 

7.4 Production and Operations 7.5 Human Resources 

When compared to the other functional areas, the Human resources problems are not very important 
general area of production is much less important for as a general factor for externally generated failures 
externally generated than for internally generated failures (Figure 25) . This is also the case for most of the specific 
(Figure 25). But the difference occurs in only three human resources problems (Figure 32). Firms that fail 
specific areas: obsolete technology, inefficient use of for external reasons are at the stage where human re- 
equipment, and excessive facilities (Figure 31). sources issues are no longer critical. 
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Figure 31 


Internal Deficiencies With Respect to Production and Operations 
for Externally and Internally Generated Bankruptcies 
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Figure 32 


Specific Human Resources Factors Causing Bankruptcy 
for Externally and Internally Generated Bankruptcies 
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The specific problems for firms that fail due to internal 
problems are the personal problems of management, 
labour costs, and poor employee performance. However, 
each of these has become relatively unimportant in the 
case of externally generated bankruptcies. Human re- 
sources concerns may be critical to the growth of emerg- 
ing firms (Successful Entrants), but not in the case of 
externally generated failure. 


7.6 Prevention of Bankruptcy 


In terms of the prevention of bankruptcy, for firms that 
failed because of internal factors, about one-half might 
have saved themselves had they raised additional 
equity or appointed an outside consultant (Figure 33). Al- 
most 39% should have reengineered operations. In 
general, there were fewer preventative actions that could 
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have been taken by firms that failed for external reasons; 
it was, after all, an external shock that primarily caused 
failure. However, since external failures are accompa- 
nied by internal problems, there were some areas where 
they might have taken actions to prevent bankruptcy. 
Salvation here was also most likely had they raised 
additional equity or renegotiated with debt-holders/sup- 
pliers. It is noteworthy that appointing an outside con- 
sultant was less likely to save a firm that eventually fails 
due to an external shock, while it is crucial for internally 
generated failures. 


7.7 Summary 
Almost half of the corporations in Canada that go 


bankrupt do so because they did not develop the basic 
internal strengths to survive. Overall weakness in 
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Figure 33 


Actions that Could have been Taken to Avert Bankruptcy by 
Relative Importance of External and Internal Forces 
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management, combined with a failure to establish a 
market for their product, cause these firms to fail. How- 
ever, over half of bankrupt firms did develop these 
strengths, at least to the point that the firm did not fail only 
because they lacked these skills. Nevertheless, these 
firms did not develop their internal competencies to the 
point necessary to ride through an external shock, such 
as an economic downturn in their particular market or an 
increase in competition. While poor management skills 
were generally less of a factor in firms that failed for ex- 
ternal reasons, managerial deficiencies in terms of lack 
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of vision, initiative, flexibility, and adaptability contributed 
to externally generated failure arising from external 
shocks. In addition, a strong financial structure is critical 
for all firms, whether to build internal competencies or, 
once these competencies exist, to protect against exter- 
nal shocks. Likewise, competencies in marketing are 
critical to protect firms against external shocks. Solving 
problems in all of these areas is critical to avoiding bank- 
ruptcy—even in the case where external factors played 
a major role in the bankruptcy. 
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8. Conclusion 
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Bankruptcy is the market's way of eliminating inef- 
ficient and unproductive firms. However, it is not with- 
out its costs. Owners and managers lose the time and 
money invested in the business; creditors and investors 
often do not receive a complete pay-back for their finan- 
cial support of the business; and employees lose their 
jobs and back wages. 


This study provides a comprehensive overview of the 
causes of bankruptcy in Canada. Basic statistics draw 
a picture of a typical bankrupt firm. While the rates of 
bankruptcy differ across the country and by industry, the 
causes of bankruptcy are quite similar. 


Small, young firms are most at risk, primarily be- 
cause their management has not yet built up the expe- 
rience and knowledge necessary to run a business. 
About half of young firms that go bankrupt do so primarily 
due to factors beyond their control, namely economic 
downturn and increases in competition, while the other 
half fail primarily due to basic internal weaknesses. Even 
in the case of bankruptcies that originate in external 
events, internal weaknesses are important factors con- 
tributing to failure. 


Bankrupt firms in Canada lack the basic competen- 
cies to Survive. It is not deficiencies in sophisticated 
management techniques that cause bankruptcies; it is 
a lack of ability to master the basics. Managerial inex- 
perience and inefficiency are consistent themes in the 
literature explaining bankruptcy. This study confirms that, 
for bankrupts as a whole, the most fundamental internal 
problems relate to poor overall management skills. In 
particular, these include management's lack of knowl- 
edge, lack of vision, and poor use of outside advisors. 
With the exception of vision, all of these improve as the 
firm ages, although deficiencies in these areas still are 
important contributors to failure in older firms. 


Firms that go bankrupt in Canada also lack the 
basics in marketing capabilities. Marketing strategies 
attract clients and a firm cannot succeed without custom- 
ers. The problems that bankrupt firms face in this area 
are substantial—they fail to establish a market niche and 
often fail to locate in a suitable location. 


As is supported in the literature, imperfect capital 


structures, whether due to institutional constraints or 
managerial inexperience, were also a major factor 
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contributing to failure for both young and old firms. While 
Skills associated with the monitoring of finances (book- 
keeping and control of receivables) improve noticeably 
for firms as they age, imperfect capital structures remain 
a problem. It is sometimes suggested that Canada’s fi- 
nancial sector may not do enough for small young firms 
to help them get started. This study finds that often in- 
Stitutional barriers to capital do present a major problem 
to these firms. However, these barriers are almost al- 
ways associated with internal management deficiencies. 
In particular, a large percentage of firms that face an ex- 
ternal capital constraint also lack the knowledge to pur- 
sue different financing options. Moreover, imperfections 
in capital markets feed on themselves. An inability to raise 
equity capital is associated with deficiencies of funds 
received from financial institutions. 


Some firms fail simply because they could not build 
the basic internal competencies to survive. These are 
the businesses that fail due to factors within the control 
of owners or managers. The basic internal competencies 
that are most frequently lacking here are strong general 
and financial management skills. 


Others develop some of these competencies but still 
fail due to an external shock. And even those that fail 
primarily for external reasons have the potential to de- 
velop internal competencies that may help strengthen the 
firm against bankruptcy. Internal deficiencies still figure 
prominently in the demise of firms that fail due to external 
shocks. 


What would have helped these firms? Basically, this 
study finds that an ounce of prevention is worth a pound 
of cure. Developing adequate equity and making greater 
use of outside expertise is seen as the route most of 
these firms could have used to reduce their chances of 
bankruptcy. The world in which these firms operate is 
imperfect because of the existence of asymmetric infor- 
mation. Investors and creditors have a difficult time 
evaluating new firms. They look for basic internal com- 
petencies. One way to evaluate the financial side of the 
firm is to look at the extent to which others value the firm; 
in particular, how willing are others to invest in that firm. 
Hence the importance of equity to the survival of firms 
becomes self-evident. Managers must also be trained 
in both general management and financial management 
skills so that they can demonstrate the worth of that firm 
by attracting investors. 
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Appendix A - Extreme Scores and Standard Error 
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This appendix provides extreme scores and standard errors for the figures in the text. 


Table A.1 


Extreme Scores and Standard Errors for Figure 5 
External Factors Contributing to Bankruptcy 


Variable Score Standard 

(%) Error 
Economic downturn 68.4 2.3 
Competition 45.2 2.1 
Customer difficulties 42.8 ay 
Fundamental change in market conditions 23.4 1.9 
Government regulation 22.2 1.7 
Unforeseen circumstances 15.5 RY 
Supplier difficulties 10.9 1.0 
Fundamental change in technology 10.3 1.4 
Employee fraud/theft 9.6 1.3 
Labour or industrial relations legislation Val 1<3 

Table A.2 


Extreme Scores and Standard Errors for Figure 6 
Internal Factors Causing Bankruptcy 


Variable Score Standard 

(%) Error 
General management 71.6 2.0 
Financial management 70.8 2.0 
Marketing capabilities 47.4 2.4 
Production and operations 29.4 ‘ler: 
Innovation strategy 26.4 2.0 
Human resource capabilities PASO a2 

Table A.3 


Extreme Scores and Standard Errors for Figure 7 
Management Deficiencies Leading to Bankruptcy: Knowledge 


Variable Score Standard 
(%) Error 
Breadth of knowledge 58.1 2 
Depth of knowledge 56.5 2.4 
Control 44.9 2.1 
Initiative 33.8 2.3 
Communication 32.9 2.1 
Flexibility 31.9 oe 
Adaptability 25.0 - 
Technical knowledge 25.0 
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Table A.4 


Extreme Scores and Standard Errors for Figure 8 
Management Deficiencies Leading to Bankruptcy: Attitudes 


Variable Score Standard 
(%) Error 
Lack of vision 48.8 2.2 
Poor use of outside advisors 40.0 ee 
Poor supervision of staff 29.4 eu 
Lack of emphasis on quality 17.1 ey, 
Unwillingness to delegate 
responsibilities 16.1 nays 
Table A.5 


Extreme Scores and Standard Errors for Figure 9 
Financial Management Problems Contributing to Bankruptcy 


Variable Score Standard 

(%) Error 

Under capitalization 61.2 ZS 
Inability to manage working 

capital 63.8 Pad 

Unbalanced capital structure 53.0 22. 

Excessive cash withdrawals PAO 231 

Table A.6 


Extreme Scores and Standard Errors for Figure 11 
internal Factors Causing Bankruptcy: Marketing 


Variable Score Standard 

(%) Error 
Failure to establish market niche 33.0 2.0 
Poor pricing strategy 35:3 2.0 
Poor or unsuitable location 26.7 2240) 
Poor customer service Zine 1.9 
Failure to introduce new products 19.2 1.9 
Inability to customize products 14.5 1.8 
Poor quality of product 14.0 1.6 

Table A.7 


Extreme Scores and Standard Errors for Figure 12 
Internal Factors Causing Bankruptcy: Production and Operations 


Variable Score Standard 

(%) Error 
High facility unit costs 32.5 Ze 
High cost of material inputs 24.6 1.8 
Excessive facilities 23.3 1.9 
Inventory difficulties 19.6 tec 
Inefficient use of equipment 15.5 1S) 
Obsolete technology ees 1.3 
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Table A.8 


Extreme Scores and Standard Errors for Figure 13 
Internal Factors Causing Bankruptcy: Human Resources 


Variable Score Standard 

(%) Error 
Personal problems of management 28.1 2.2 
Labour costs 17.6 1.8 
Poor employee performance 19.6 1.9 
Lack of skills V7 1.1 
Departure of key personnel 9.4 Ta 
Reluctant to pay going wages 5.3 0.9 
Strikes and work stoppages 1.8 Us 


Table A.9 


Extreme Scores and Standard Errors for Figure 14 
Actions that Could have been Taken by the Bankrupt to Avert Bankruptcy 


Variable Score Standard 

(%) Error 
Raised additional capital (equity) 47.2 2.1 
Appointed an outside consultant 41.9 ais 
Renegotiated with debt holders/suppliers S23 1.9 
Sought new sources of financing 34.1 2.0 
Reengineered operations 5 Oe He, eal 
Sought additional credit 24.8 1.8 
Undertook product development/diversification Fae PY! 1.9 
Completed a proposal under the BIA or CCAA Wes Lo 
Operated using existing cash reserves 8.1 irs 

Table A.10 


Standard Errors for Table 9 
Extreme Scores of Externa! Factors Contributing to Bankruptcy: by Industry 


Variable Manu- Reiail Whole- Con- Real Accom. Business Other All 
facturing sale struction Estate & & Food Services Services Other 


Insurance 


Standard Error 


Economic downturn 7.0 4.4 5 49 11.6 6.6 11.4 8.4 6.2 
Competition ThA 4.8 4.0 9.7 Tee: 6.8 4.5 8.4 52 
Customer difficulties 6.4 4.0 5.4 5 5 4.6 6.1 1d 4 : : : 
Government regulation 28. 3:5 4.4 5.6 2.9 4.7 3.2 3 
Fundamental change 
in market conditions 5.8 3.6 6.4 4.1 3 9 ae iy ae E : 
Supplier difficulties 3.0 1.6 55 5 3 0.0 4 me a oe 
Unforeseen circumstances cS if 3.4 5.1 5.0 6.8 ee : 
Fundamental change é . 
in technology SiSenie.5 4.8 4.0 3 S De : 0 = : A 
Employee fraud/theft 4.8 122 1.8 3:4 10.3 
Labour or industrial 
3 1 ; 4.4 
relations legislation 19 08 4.4 : 3.9 a 0.0 Le 2.4 7.7 
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Table A.11 


Standard Errors for Table 10 
Extreme Scores of Internal Factors Causing Bankruptcy: by Industry 


Variable Manu- Retail Whole- Con- Real Accom. Business Other All 
facturing sale struction Estate & & Food Services Services Other 
Insurance 


Standard Error 


General management 5.6 4.6 5.9 4.3 ties 5.9 di 3.8 5.3 

Financial management 3.4 4.6 6.0 4.8 hOc2 Suh, ies 3.2 56 

Marketing capabilities 4.6 4.4 6.7 6.0 4.8 6.6 nie PRS) 8.6 6.3 

Production and operations 130 che ae) 5.6 2.6 4.7 4.2 3.4 5:5 

Innovation strategy 6.0 4.1 3.9 5.8 3.3 5.6 4.0 8.5 5.0 

Human resource capabilities 6.8 4.0 519 5.6 0.0 Dah a Mes 9.5 5.0 
Table A.12 


Extreme Scores and Standard Errors for Figure 15 
External Factors Contributing to Bankruptcy: by Age 


Old Young 

Variable Score Standard Score Standard 

(%) Error (%) Error 
Economic downturn 77.95 3.6 60.07 3.6 
Competition 53:05 4.0 41.04 3.6 
Customer difficulties 36.50 3.8 45.93 3.5 
Government regulation 24.81 3.3 16.85 2.4 
Fundamental change in market conditions 2300 3.2 22 ae 3.0 
Supplier difficulties 14.26 2.3 9.14 15 
Unforeseen circumstances 6.76 2.4 9.62 2.9 
Fundamental change in technology 8.42 1.4 10.09 Zo 
Employee fraud/theft g.52 2) 8.60 1.6 
Labour or industrial relations legislation 6.54 1.9 4.62 TZ 

Table A.13 


Extreme Scores and Standard Errors for Figure 16 
Internal Factors for Different Functional Areas: by Age 


Old Young 

Variable Score Standard Score Standard 

(%) Error (%) Error 
General management 68.01 ag 71.50 BIZ 
Financial management 66.75 4.0 73.05 3.0 
Marketing capabilities 45.44 4.0 54.04 3.4 
Production and operations 23.54 Pad f 29.37 3.2 
Innovation strategy 23.40 3.4 32.93 3.4 
Human resource capabilities 23.36 4.0 28.59 3.4 
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Table A.14 


Extreme Scores and Standard Errors for Figure 17 
Management Deficiencies Leading to Bankruptcy by Age: Knowledge 


Old Young 
Variable Score Standard Score Standard 
(%) Error (%) Error 
Depth of knowledge 53.44 4.0 62.96 
: ; ; 3.5 
Breadth of knowledge 49.83 4.0 65.38 32 
Control hy 41.41 3.9 46.12 35 
Adaptability 38.64 3.8 34.79 3.5 
Flexibility Sor 3.9 30.87 re 
Communication 30.62 3.4 36.74 3.4 
Initiative 35.96 3.9 35.54 3.6 
Technical knowledge 23.74 ee 26.94 3.0 
Table A.15 
Extreme Scores and Standard Errors for Figure 18 
Management Deficiencies Leading to Bankruptcy by Age: Attitudes 
Old Young 
Variable Score Standard Score ~ Standard 
(%) Error (%) Error 
Lack of vision 45.25 3.8 50.87 3.6 
Poor use of outside advisors 46.45 3.8 37.12 3.5 
Poor supervision of staff PACT ES) 3.4 30.73 3.4 
Lack of emphasis on quality 20.81 oe 15.33 2.3 
Unwillingness to delegate responsibilities 21.20 3.4 11.45 2.4 
Table A.16 
Extreme Scores and Standard Errors for Figure 19 
Financial Management Problems Contributing to Bankruptcy: by Age 
Old Young 
Variable Score Standard Score Standard 
(%) Error (%) Error 
Under capitalization 53.88 4.2 68.44 I 
Inability to manage working capital 62.58 4.0 60.53 3.4 
Unbalanced capital structure 53.06 3.9 52.79 5:5 
Excessive cash withdrawals 29.04 3.7 26.75 3.2 
Table A.17 
Extreme Scores and Standard Errors for Figure 20 
Financial Management Problems by Age: Record Keeping 
Old Young 
i Score Standard Score Standard 
Variable (°%) Error (%) Error 
Inadequate information on production costs 31.54 “e pare “e 
Poor bookkeeping 26.94 a 30 35 32 
Poor control of receivables 33.74 


ee 
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Table A.18 


Extreme Scores and Standard Errors for Figure 21 
Internal Marketing Factors Causing Bankruptcy: by Age 


Old Young 

Variable Score Standard Score Standard 

(%) Error (%) Error 
Failure to establish market niche 24.09 chi 41.90 36 
Poor pricing strategy 31-39 3.5 35.24 3.4 
Poor or unsuitable location 18.45 2.6 33.99 35 
Poor customer service 19.51 Zl. 21.60 2.9 
Failure to introduce new products 15.90 29 21.83 5, 
Inability to customize products Vsi2 27h 15:85 uh 
Poor quality of product 12250 25) 12.50 2.1 

Table A.19 
Extreme Scores and Standard Errors for Figure 22 
Specific Human Resources Factors Causing Bankruptcy: by Age 
Old Young 

Variable Score Standard Score Standard 

(%) Error (%) Error 
Personal problems of management 30.79 4.1 26.24 3.0 
Labour costs 16.34 Zk5 15.36 2.6 
Poor employee performance 19.59 2.9 20.00 2th 
Lack of skills 4.37 1.3 11:65 2 
Departure of key personnel 10:57 1.9 7.35 18q 
Reluctant to pay going wages 6.31 1.8 5.04 1.4 
Strikes and work stoppages 2.08 0.8 1.90 0.8 

Table A.20 


Extreme Scores and Standard Errors for Figure 23 
Internal Factors Related to Production and Operations Causing Bankruptcy: by Age 


Old Young 

Variable Score Standard Score Standard 

(%) Error (%) Error 
High facility unit costs 31.22 SHS) S913 3.5 
High cost of material inputs 18.28 3.0 PLES 3.0 
Excessive facilities 24.72 3.3 25.70 3.1 
Inventory difficulties 20.69 2.9 20.72 2.6 
Inefficient use of equipment 15:58 2.4 13.66 2.4 
Obsolete technology 28 2.0 13300 ae 
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Table A.21 


Extreme Scores and Standard Errors for Figure 24 
Actions that Could have been Taken by the Bankrupt to Avert Bankruptcy: by Age 


Old Young 
Variable Score Standard Score Standard 
(%) Error (%) Error 
Raised additional Capital (equity) 51.18 44 52.32 35 
Appointed an outside consultant 48.83 4.0 41.15 3.4 
Renegotiated with debt holders/suppliers 37.88 3.8 36.00 9.3 
Sought new sources of financing 34.35 <i 38.94 3.2 
Reengineered operations 39.33 3.9 24.45 26 
Sought additional credit aes 3.5 25.43 2.8 
Undertook product development/diversification 17.66 2.9 23.56 3.1 
Completed a proposal under the BIA or CCAA 19.52 3.1 18.26 2.3 
Operated using existing cash reserves 9.10 2.1 6.24 1.3 
Table A.22 
Extreme Scores and Standard Errors for Figure 25 
The Importance of Internal Factors, for Externally and Internally Generated Bankruptcies 
Internal External 
Variable score Standard Score Standard 
(%) Error (%) Error 
General management 89.71 A 42.43 3.4 
Financial management 85.77 1.9 46.88 3.5 
Marketing capabilities 47.67 3.5 44.06 3.6 
Production and operations 39.04 2.8 16.39 2.7 
Innovation strategy 32.12 3:5 1546 EG 
Human resource capabilities 30.91 se. 13.88 2.6 
Table A.23 
Extreme Scores and Standard Errors for Figure 26 
Management Deficiencies with Regards to Knowledge for 
Externally and Internally Generated Bankruptcies 
Internal External 
Variable Score Standard Score Standard 
(%) Error (%) Error 
Depth of knowledge 67.60 3.5 37.34 ~ 
Breadth of knowledge 73.68 3.2 35.50 
Control 59.16 2.6 26.28 3.0 
Adaptability 44.7) a 24.85 3.0 
Flexibility 40.01 a x ae 
Communication 42.30 3.5 “e 
Initiative 41.28 3.6 22.88 
32.20 3.6 13.89 ae 


Technical knowledge 


i 
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Table A.24 


Extreme Scores and Standard Errors for Figure 27 
Management Deficiencies with Regards to Attitudes for Externally and Internally Generated Bankruptcies 


Internal External 
Variable Score Standard Score Standard 
(%) Error (%) Error 
Lack of vision 54.06 2.9 38.60 Shi 
Poor use of outside advisors 55.57. 3.6 21.84 oal 
Poor supervision of staff 42.66 3.6 12.36 2.4 
Lack of emphasis on quality 26.21 3.1 26.21 Vai 
Unwillingness to delegate responsibilities 22.29 3.1 8.09 1.8 
Table A.25 


Extreme Scores and Standard Errors for Figure 28 
Financial Management Deficiencies 


Internal External 
Variable Score Standard Score Standard 
(%) Error (%) Error 
Under capitalization 71.90 3.4 50.18 3.6 
Inability to manage working capital 78.39 Zo 42.03 3.6 
Unbalanced capital structure 61.90 35 41.07 Bye) 
Excessive cash withdrawals 40.54 3.7 8.91 1.9 
Table A.26 


Extreme Scores and Standard Errors for Figure 29 
Management Deficiencies with Regards to Record Keeping 
for Externally and Internally Generated Bankruptcies 


Internal External 
Variable Score Standard Score Standard 
(%) Error (%) Error 
Inadequate information on production costs 49.84 3.5 20.98 2.8 
Poor bookkeeping 52:67 3.6 18.96 Zdl 
Poor contro! of receivables 45.63 3.4 220 2.8 
Table A.27 


Extreme Scores and Standard Errors for Figure 30 
Internal Marketing Deficiencies for Externally and Internally Generated Bankruptcies 


Internal External 

Variable Score Standard Score Standard 

(%) Error (%) Error 
Failure to establish market niche 29.87 2.0 34.85 34 
Poor pricing strategy 39.66 3.4 26.48 Sal 
Poor or unsuitable location 20.93 2.9 32.96 3.4 
Poor customer service 28.19 She. (si. 745 1.9 
Failure to introduce new products 16.13 ooh 21,03 out 
Inability to customize products 14.41 2.8 13.99 2.5 
Poor quality of product 17.56 2.9 9.63 2.0 
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Table A.28 


Extreme Scores and Standard Errors for Figure 31 
Internal Deficiencies With Respect to Production and Operations 
for Externally and Internally Generated Bankruptcies 


Internal 


External 
Variable Score Standard Score Standard 
(%) Error (%) Error 
High facility unit costs 32.67 29 33.34 34 
High cost of material inputs 24.10 29 26.27 32 
Excessive facilities 25.92 34 18.42 24 
Inventory difficulties — 19.68 22 20.26 29 
Inefficient use of equipment 20.33 28 8.32 16 
Obsolete technology 14.65 1.8 9.81 20 

Table A.29 
Extreme Scores and Standard Errors for Figure 32 
Specific Human Resources Factors Causing Bankruptcy 
for Externally and Internally Generated Bankruptcies 

Internal External 
Variable Score Standard Score Standard 
(%) Error (%) Error 
Personal problems of management 43.11 “a es 9.95 1.6 
Labour costs 21.98 3,1 12.05 2.4 
Poor employee performance 24.51 PaTf 8.00 1.6 
Lack of skills 10.41 1.8 4.50 : 
Departure of key personnel 13.19 22 4.99 iB: 
Reluctant to pay going wages Sb/ is 4.30 Ve 
Strikes and work stoppages 2.86 0.9 0.87 0.4 

Table A.30 
Extreme Scores and Standard Errors for Figure 33 
Actions that Could have been Taken to Avert Bankruptcy 
by Relative Importance of External and Internal Forces 

Internal External 
Variable Score Standard Score Standard 
(%) Error (%) Error 
Raised additional capital (equity) 53.23 3.1 40.15 3.4 
Appointed an outside consultant 50.95 3.1 27.65 a 
Renegotiated with debt holders/suppliers 33.07 2.8 31.19 ae 
Sought new sources of financing 36.82 2.9 29.17 a 
Reengineered operations 38.55 3.4 nib ap 
Sought additional credit 25.04 2./ 2 a 30 
Undertook product development/diversification = 22.21 3.1 ewe ne 
Completed a proposal under the BIA or CCAA 19.98 2.2 oe 5 

Operated using existing cash reserves 10.56 1.9 ‘ ; 
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Appendix B - Survey on the Characteristics of 
Bankrupt Firms 


Statistics Canada For office use 
e) se 


Survey on the Characteristics only 3 
of Bankrupt Firms 


In all comespondence conceming this 
questionnaire, please quote the eight digit 
reference number listed below 
Confidential when completed 


Collected under authority of Statistics Act 
Revised Statutes of Canada, 1985, Chapter $19 


Francais au verso 


IF THE LEGAL CORPORATE NAME OF THE BANKRUPT FIRM IS DIFFERENT FROM THE NAME ABOVE, PLEASE 
PROVIDE THE LEGAL NAME OF THE BANKRUPT FIRM. 


Legal name of bankrupt firm: 


280 


The purpose of this survey 


Statistics Canada, with the assistance of the Canadian insolvency Practitioners Association, is 
conducting a survey of bankrupt firms, on behalf of Industry Canada. The survey is to be completed by 
bankruptcy trustees. As the first of its kind in Canada, this survey will collect new information about the 
general characteristics of bankrupt firms, the internal and external factors that contributed to their failure, 
the relative importance of these factors, and information about the actions that could have been taken by 
the bankrupt to avert bankruptcy. 


The survey findings will be used to develop a profile of bankrupt firms. This survey offers a unique 
opportunity to collect the expert opinion of the professionals who deal with bankruptcies. The findings will 
be of interest to you and a wider community. They will provide both a better understanding of the main 
factors that contribute to bankruptcy as weli as an understanding of the courses of action that firms will 
find useful in their efforts to prevent bankrupicy. 


Your participation is important 
Participation in this survey is voluntary. However, your cooperation is essential to ensure that the 
information collected is accurate. 


The data you report are confidential! 

Statistics Canada is prohibited by law from publishing or releasing any statistics that reveal information 
obtained from this survey relating to any identifiable business. The data reported on the questionnaire 
will be treated in strict confidence, used for statistical purposes and released in aggregate form only. 


Please complete ani eturr 


If you require assistance in the completion of the questionnaire or have any questions regarding 
the survey, please contact : 
Operations and Integration Division 
Statistics Canada 
Second Floor, Jean Talon Building 
Ottawa, Ontario 


K1A OT6 
Phone: 1-800-916-9316 
Fax: (613) 951-4566 


5-4401-6720: 1996-01-17 STC/SBS-524-75061 


1 ist 
| a & Statistics Statistique Ca I lad a 


Canada Canada 


This questionnaire should be completed for the bankrupt firm listed on the front cover. For the 
purposes of this survey, a product should be interpreted to mean a good or service. 


Section A collects background information about the bankrupt. 


: A. Overview of the Bankrupt 


A1 Including both full-time and part-time employees, how | A6 Was more than 50% of the bankrupt owned or controlled 
many people were employed by the bankrupt ... by a single person or family? 
Include contract workers. 29 
ieee 1 Yes 2 No Go to A& 
2 5 8 | 
-.. at the 0 25-49 200+ | 
time of 3 6 


A7_ Was the bankrupt a first generation family business (i.e., 


2 f : | 
SeMelAa eA cS : ee still controlled by the founder)? 
10-24 100-199 | 30 
a ee ils ee ie i | 1 Yes 2 No 
9 12 15 | 
one year 0 25-49 200+ 
prior to 10 13 | A8 Dida stakeholder conflict contribute to the bankruptcy? 
bankruptcy? 1-9 50-99 | . 
11 14 } 2 
10-24 100-199 res ne 


| AQ Did succession problems contribute to the bankruptcy? 


A2 What was the bankrupt’s annual gross revenue for each Se 


| 

: | 1 Yes 2 No 
of its last two years of operation? | 
| 
H 


Final year: $ 00 A10 In the year prior to insolvency, what percentage of the 
ee ee ee | bankrupt’s employees were located in the following areas? 
17 
Previous year: $ 00 | Percent 
| Atlantic Canada e % 
| ee eee ee es — i, 
A3 In which industry was the principal activity of the bankrupt | a 
located? | | % 


Agriculture and Natural Resources 


Manufacturing | ee ors @ ee ee oe en 
20 | Other foreign % 
Retail | 
21 | TOTAL 100 % 
Wholesale 
22 | 
Sonstucion A11 Was the bankrupt heavily dependent on a few customers? 
23 | 40 
Real Estate and Insurance | ' Yes 2 No 
24 | 
Accommodation, Food and Beverage Services | A12 For the purpose of this question, a senior manager is the 
25 person responsible for the day-to-day operations and 
Other (specify): | management of the bankrupt. 
26 | e In the case of joint partners, please answer for the 


| most experienced partner. 


° If acnsis team has been appointed, please answer for 
the previous manager. 


| Number 
| of Years 
With regard to the senior manager: 


A4_ Was there a change in the bankrupt’s primary product 
during the last five years of operation? 


27 | i 
1 Yes 2 No How many years has this person 


worked for the bankrupt? 


How many years has this person 42 
worked in the industry? 


41 


A5 In what year was the bankrupt incorporated? 


ves 28 pie | How many years has this person 43 
worked as a manager? 
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Sections B and C investigate the extent to which external factors ( 


Section B) and internal fact 
(Section C) contributed to the demise of the bankrupt. =e 


B. TP gee 
pds | occ da __ €. Causes of Insolvency 
Ss | _ Anternal Factors 
B1 Eset did the following external factors contribute | Ait ‘General Management Skills 
Not A great | C1 10 what extent was bankruptcy caused by management 
at all deal | Does | deficiencies in ... 
| 
Y ¥ oe Not A great 
a 2 3 4 5 |apply at all deal |Does 
it ¥ ¥ | not 
1 2 3 4 #5 {apply 
Economic Downturn 2 ie “a oe 
(such as a recession) 
Unlorssean .. breadth of knowledge? 7 | 68 
Circumstances 46 47 | (across financing, 
(such as natural disaster marketing, operations, etc.) 
adverse publicity) L .. depth of knowledge? 70 
ie, Fy (within financing, 
Employee Fraud/Theft marketing, operations, etc.) 
Competition 50 51 .. technical knowledge? : 
(such as increased foreign ee IT Pea ees 
or domestic competition, ... adaptability? - 
e.g., NAFTA) rr = 
MMe a Wawel an = ae a ... control? i 
Labour or Industrial fe 53 Be Sa : s 
Relations Legislation | ... communication? ¥: 
Supplier Difficulties 54 | 55 pear = ae 
| r A ? | 
(such as a loss of key | »- Initiative: 
suppliers CT ae igs 
= a ) Pree mess ek |e S| .. flexibility (in 81 82 
Customer Difficulties  * | 57 decision-making)? | 
(such as a loss of key DEE ee aie PP 
customers, volatile | . other? (specify): 
demand) oo 85 
Government nA | 59 
Regulations | 
(such as statutory 
] 
Eien) | | ©2 To what extent was bankruptcy due to managements ... 
ee. a 
Fundamental Change © io Not A great | ; 
ithi ca ) 
in Technology within | at all deal | Does 
the Industry ¥ ¥y | pt 
oie een ennrntnannenn mena _— = -~— | 2 3 4 5 app ly 
Fundamental Change © nes i P 
in Market Conditions ae ae 86 or 
within the Industry | ~ facK OF VISION: 
(such as product .. unwillingness to * @ 
obsolescence) : - wee delegate responsibilities ? 
: 64 be ... lack of emphasis on 90 m 
Other (specify): | guano? 
66 | i eS. 
.. poor use of outsice ee 93 
advisors ? 
ny, 94 95 
... poor supervision of staff? 
Page 3 
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C. Causes of Insolvency - Internal Factors (Continued) 


Firm Strategies & _. Expansion/Buyouts 
C3 Did the bankrupt have specific written strategic goals and | C9_ Was bankruptcy caused by problems arising from a 
objectives? leveraged or management buyout? 
1 Yes 2 No | cs 1 Yes 2 No 
C4 Did the bankrupt have a business plan? | 
Vee 2 No MEE Go to C7 | | C10 Was bankruptcy caused by problems due to 
| over-expansion, diversification, and/or premature growth? 
CS Were the bankrupt’s goals and objectives coherent with | ee . 
its business plan? | 
98 | 
iaes 2 No | 
C11 Did the expansion/growth problem arise from ... 
C6 Did the bankrupt’s business plan include a ... | ... Inappropriate use of short 125 i Ves 2 No 
| term financing? 
_.. financial plan? 99 Vas SuNee || En We om teria ie etn ee eee eS a a a 
eer | ... Inadequate resources tO 196 
... human resources plan? ' 4 Yes 2 No support expanded 1 Yes 2 No 
sn emer werent Stents ste teeeercerre operations ? 
.. marketing/merchandise 101 ~~, vy, Dee | Cement oe —— 
I a i ROS eee ye 2 No 
= os peer preva essen ecenannen werner een peeeeeenmennccencenttnt ener ninnnenranannnneeteremansnnereenres Skills Z. 
.. product development 102 i Ves SON | 
plan? | 
.. technology plan? 103 vas ite al C12 Was the expansion/growth problem associated with ... 
| . ... the acquisition of an 128 i Yes a NG 
C7 Did the bankrupt regularly consult the following outside unprofitable subsidiary ? 
adv isors ? | PPTL CLT CeCe cc RTT ect cease senaenccnanaatnnnsctennmmnonotetnmnannnenannnunnseéntinnncdédAannntconhaannnnctntanansinpnsaetnstiredsannnnettnannnntnaen 
104 | ... poor market conditions? ‘° 1 Yes 2 No 
Lawyers | 
Financial advisors Uae 1 Yes 2 No | 
Management/marketing 106 cra 5 . 
Poona ae wes BING | Financial Planning 
eee ag 107 i Ves NG a | 
yao: mean, es or ye Reda 8 If the bankrupt did not Goto c18 
Other consultants (specify): 18 eves 2 No | havea financlal/pian 
| 
109 | 
| C13 Did the bankrupt’s financial plan include ... 

C8 How much emphasis was placed on ... | ... historical financial data?‘ 4 Yeg 2 No 
senorita me) Se ee ee 
little right much, Does | ... financial data for the 131 Aes 2 No 

current year? 
Li ¥ ¥ not ee eee ee ee ee 
1°25 3 4 5. apply | ... financial forecasts 132 ry 2N 
“a » | beyond the current year? cs 4 
110 i111 | 
... Market share? | | 
.. expansion/growth? | ee 
ee ine Bice = | Tay ee 2 No BM Go to C16 | 
.. profitability? | 
eer nee eSeipe So ee rere carer Oa ha CEO aa | 
.. Stability? | 
ee oe eee 00 5 | C15 Was remedial action taken when actual results deviated 
.. adaptability? from forecasts? 
* oe : 120° - ; i 24 . | 134 
.. other? (specify): | | 1 Yes 2 No 
122 
| 
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C16 


C17 


C18 


C19 


C20 


C21 


C22 


C. Causes of Insolvency 


Who was responsible for the financial plan? 


Check ( 2 ) one only 


135 


Owner/manager 
136 - : 2 a 

Chief financial officer/executive 
137 

Internal accountant 
138 

External accountant or consultant 
139 

Other (specify): 

140 


What are the professional qualifications of this person? 


Check ( 2) ) one only. 


141 142 143 


CA CGA CMA 


aii Other (specify): 


145 


Financial Management | 
and Record Keeping 


Did poor financial management contribute to business 
failure? 


146 


1 Yes 2 No 


Was a proper set of books maintained? 


147 
1 Yes 


| 


Were these books up-to-date? 


148 


2 No 


1 Yes 


Were statutory returns filed on a regular basis? 


149 


1 Yes 2 No 


To what extent did the following problems in financial 
management contribute to insolvency? 


Not A great | 
at all deal | Does 
¥ ¥ | not 
12 3 4 5: (appl 
eal ~~ | 
Unbalanced capital 150 | 151 
structure (e.g., excessive 
relanceonsnoniem debt) 
Inability to manage 182 tis 
working capital | 
Excessive cash Hy | 
withdrawals by owners 
156 —s | 157 


Under-capitalization 
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- Internal Factors (Continued) 


Financial Planning (Continued) : 


| C23 To what extent 


was bankruptcy due to the following 
management's record keeping abilities 7 


deficiencies in 


Not A great 
at all deal | Does 
¥ ¥ not 
1 2 3 4 #5 {apply 
et - 
158 | 15S 
Poor bookkeeping 
Poor control (collection) 160 161 


of receivables 


inadequate information — 162 16 
on production costs 


an a Hee 
To what extent was this bankruptcy caus b 
Not it 
at all deal | Lices 
¥ ¥ not 
1 2 , 4. ROP! 
<0} Mpr 
labour costs 164 = 


exceeding those oi 
competitors? 


reluctance to pay 166 
going wage rates 
for required skill levels? 
. lack of skills in 168 | 169 
immediate geographic 
area? 
. departure of 170 174 


experienced/key 


personnel? 


poor employee Mie 173 
performance? 
, Fi 7’ 
. strikes and ea 174 
5 stop ppage 2S 
: ; roe 
.. personal problems 16 7 
on the part of 
key management? 
178 179 
. other? (specify): 
180 
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C. Causes of Insolvency D. Relative Importance of 
Internal Factors (Continued) Internal Factors 


| importance of the following internal factors for this 


C25 To what extent was bankruptcy caused by ... | particular bankrupt. 
Not A great | Di To what extent was bankruptcy caused by each of the 
at all deal | Does | following internal factors? 
¥ ¥ | not 
1 2 3 4 5 |apply | Not A great 
Pr a | at all deal | Does 
= BSS: | not 
.. poor customer service? ¥ ¥ 
Ba ee ee | 1°23. 48S) apey 
aye! 183 184 | | aa 
. poor pricing strategy 
0 ver- or under- Pricing)? | 213 214 
oe Rw ee ee | General Management | 
. inabity to customize ee | See ee ae panes 
_ produc ts? | 215 216 
a eae st aaa a i ee ew: Innovation Strategy 
BOO ei | Rn wom Rete lee oe AN se, We 
_location? | 
ee eee ener Ss neon mt et ee | Human Resource 217 218 
. failure to introduce ae 7 | Capabilities 
new products: ? | Her eye en oneness 2 Ce Ee eS 
en a panannrcnnmmnnannnnnnnnnnnnetannh iinet ee ceCcl than et tan A Aer RETIN NAACP E/N EO OWR OAs eumeinrbedtanneintne: j 
_inferior or poor ‘quality 191 loos Financial Management ae ae 
of product? | 
_ failure to establisha '* 221 222 
HO mee | Marketing Capabilities 
ROE) eas on ee Se ear rane ag | eee nee Se ee ER or ie ae 
. other? (specify): | ee +e 
197 | Production or Operations 
| | 
_ Production and Operations 
C26 To what extent was bankruptcy caused by ... E. Relative Importance of Internal as 
= Opposed to External Factors 
at all | 
Y ¥ | not | £1 We would like you to evaluate, as best you can, the relative 
1-2 93° 4.5" | apply | importance of internal as opposed to external factors for 
a ia | | this particular bankruptcy. Allocate between 0 and 100 
.. high cost of materials 198 | 199 points for each factor such that the total equals 100. 
_inputs? | i 
.. high pony unit costs 200 j2o01 | Points 
(purchase price or eae 
rental rate)? j Internal Factors 
se a ee | 
se obsolete technology 202 | 203 | \eeeneremmnrontannemniwenenlatnrnnenecmmnn, panenenecreremeereeteemnnnneneNttemeneCetertemeee fence wre serrnremocerereneeiey — 
(production | External Factors a 
methods/equipment)? 
_ excessive facilities 7°" = | 
~ (plant or space)? | TOTAL 100 
ne eeressioerreenmecoorsmememnnonanunnnnstntiveteihanntnsanemenstteessssesenseesssnsnsnennsere sheen roveweumnntennnsoennannewnsssnnesean “ j 
eicint use of iy 
~_ equipment? 
.. inventory Gficuties 208 | 209 
(storage costs, 
unsold capacity)? — 
.. other? (specify): aoe an | 
212 
j 
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We would like your professional opinion as to the barriers the bankrupt faced prior to the difficulties that 
led to its bankruptcy (Section F), and as to the likelihood that the bankrupt’s management might have 
prevented bankruptcy priorto your becoming involved with it (Section G), 


F. A ’ Bankrt 
ccess to Credit and Cost of Credit G. Bankruptcy Onset 
Fi Was the bankrupt ever profitable? G1 When did the symptoms of bankruptcy first become 
207 | apparent to management? 
Year *” 14/9 Month °° 
F2 When was the bankrupt’s last profitable year? 
228 
Year 1 9 
G2 When did the bankrupt’s management act on these 
sh symptoms? 
F3 What was the distribution of the sources of the bankrupt’s 
debt, equity, and other types of financing at the fiscal year Year “? 119 Month 
end prior to its insolvency? 
Percent 
229 
Owners/managers % | G3 Would the bankrupt have been capable of surviving t 
Wadi radii 230 o% taken appropriate action when these difficulties firs 
_—— oe became apparent? 
Financial institutions = % | 251 
= Bone ae —— | 1 Yes 2 No 
Government es | 
Other (specify): 233 % | 
234 G4 Should the bankrupt have been saved? 
252 
é 1 Yes 2 No 
TOTAL 100 %o 
F4 Could the bankrupt raise capital when needed in the year | Gs jp your professional opinion, which of the follow 
prior to its demise? | would have been an effective means 
235 | r ° ey had heen oursuec 
en MIE bankruptcy, if they had been pursue 
| completely 
FS In your professional opinion, did any of the following ineffective "ic 
factors present a problem prior to the difficulties that led | some 
to the bankrupt’s demise? | effec 
No Minor Major j ¥ lap 
| 4 oe 2 4 5 
Esictnal Problems pen Roe ee Daa 3 - 
Facing Bankrupt 
Barriers created by policies | Appointed an outside = 288 
of financial institutions a6 | eepeultant a 
(e.g., collateral requirements, Raised addition< 255 25 
restrictive terms) <s i aes capital (equity) 


General reluctance to oy = 
lend on the part of | Sought additional credit 
lenders/investors 5p ie 4 ae foe | — ’ 
Limited availability of ae | Renegotiated with = 7 
alternate sources of capital se a Be debtholders/suppliers 
High costs (e.g., high 239 Sought new sources of 81 262 
interest rates, high fees) certs ee a financing (e.g., friends) 
tags nal A é ieee Operated using existing 78 
td a a cash reserves 
Lack of resources (e.g., 240 —-~ : “S65 
equity) to pursue | Reengineered operations 
different financing options a gen | om x 
Lack of information 241 Undertook product 267 268 
about financing options development or 
"5 eS Sa product line diversification 
Unwillingness to use 242 : 
alternate sources of funds pan Completed a proposal ., an 


under the “Bankruptcy 
and Insolvency Act" or the 
any “Company Creditors 


Unwillingness to give up 243 
control of firm 


Unwillingness to take on 74 Arrangement Act 
debt NE Se eae ee | 271 272 
; : 3 her (specify): 
Other difficulties (specify): 7° LOE EPODY 
273 


246 | 
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Please provide the following information: 


Name of person filling out questionnaire 
274 


Job title 
275 
Telephone Extension Facsimile 
276 277 
ae ; 278 
Please indicate whether you would like a copy of the results of the survey: 1 Yes 2 No 


Thank you for your cooperation in completing this survey. 


Please mail the completed form in the return envelope today. 


For office 279 
If you have any comments regarding this survey, please provide them in the space below. use only 


5-440 1-6720 


TO ORDER: 


MAIL PHONE 
MX] 1800 267-6677 |®—®! 1800 889-9734 


Statistics Canada Charge to VISA or or (613) 951-1584. VISA, 
Operations and Integration MasterCard. Outside Canada MasterCard and purchase 
Circulation Management andthe U.S., and in the orders only. Please do not 
120 Parkdale Avenue Ottawa area, call (613) send confirmation. A fax 
Ottawa, Ontario 951-7277. Please do not will be treated as an 
Canada K1A OT6 send confirmation. Original order. 


1 800 363-7629 
Telecommunication Device 
for the Hearing Impaired 


pL" Fax 


Ca INTERNET order @statcan.ca 


(Please print) 


Company 


Department 


Attention 


Address 


City Province 


Postal Code 


E-mail address: 


FO 


(Check only one) 


, LJ Please charge my: 


Card Number 


Expiry Date 


Cardholder (ples aS@ [ 


Signature 


Payment enclosed 


Purchase 
Order Number 
(please enclose) — 


Authorized Sig' nature 
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“or HST. 
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THANK YOU FO! 


Statistics Statistique 
Canada Canada 


Il 


BON DE COMMANDE 


Statistique Canada 


POUR COMMANDER ., MODALITES DE PAIEMENT : 


COURRIER TELEPHONE i= TELECOPIEUR 
1 800 267-6677 1 800 889-9734 
| Statistique Canada Faites débiter votre compte VISA ou (613) 951-1584. VISA, 
| Opérations et intégration ou MasterCard. De l'exterieurdu MasterCard et bon 
Gestion de la circulation Canada et des Etats-Unis et dans de commande seulement. 
120, avenue Parkdale la région d'Ottawa, composez le_ Veuillez ne pas envoyer 
Ottawa (Ontario) (613) 951-7277. Veuillez ne pas de confirmation. Le bon 
Canada K1A 076 envoyer de confirmation. télécopié tient lieu de 
commande originale. 


1 800 363-7629 
= INTERNET order@statcan.ca Appareils de télecommunications 


pour les malentendants 


(Cochez une seule case) 


LJ Veuillez débiter mon compte [] VISA [| MasterCard 


N° de carte 


(Veuillez écrire en majuscules) Date d'expiration 


Compagnie Détenteur de carte (en majuscules s.v.p.) 


Bence Signature 


A l'attention de Fonction 


LJ Paiement inclus $ 

Adresse 
° du bon 

de commande 

(veuillez joindre le bon) 


Ville Province 


(S25) (ead, 


Telephone Telécopieur 


| Code postal 


Adresse du courrier électronique : Signature de la personne autorisée 


REDUCTION 


(s'il y a lieu) 


TPS (7 %) 
(Clients canadiens seulement, s'il y a lieu) 


TVP en vigueur 
(Clients canadiens seulement, s'il y a lieu) 


TVH en vigueur 
(N.-E., N.-B., T.-N.) 


TOTAL GENERAL 


PF097019 


MERCI DE VOTRE COMMANDE! 
Statistique Statistics . i 
i+] Cencde Canada Canad: 


CANADIAN L’OBSERVATEUR 
ECONOMIC ECONOMIQUE 
OBSERVER CANADIEN 


Statistical Apercu 
Summary statistique 


! 


Ss nderstanding what is key to Canada’s economic activity is 
important to virtually every successful business, particularly in 
today’s highly competitive economy. Whether your company has 10 
employees or 10,000, it’s vital that you are equipped to anticipate 
the trends that could prove influential in the years ahead. One way 
is to subscribe to Canada’s leading report card on the economy — the 
Canadian Economic Observer (CEO). 


me CEO meets your needs 


Whether your job requires you to access data, track trends or devise 
highly effective business plans, you'll find many uses for CEO. Packed with 
detailed charts, diagrams and tables, CEO is your hands-on tool for 
understanding the economy from the inside out. And CEO gives you the kind 
of in-depth, intelligent analysis you have come to expect from the world’s 
leading statistical agency. 


te CEO is easy to use 


Consultations with experts have contributed to CEO’s present, widely 
acclaimed format. The Current Economic Conditions section contains 
thought-provoking commentary on current issues, trends and 
developments. Economic growth, trade, financial market activity — all of 
the major economic developments across Canada are covered month to 
month, issue by issue. 


The Economic Events section profiles developments in the previous month that 
had an impact on the economy. Plus, CEO has a topical Feature Article providing thoughtful 
insight into issues that either directly or indirectly affect all Canadians. A separate Statistical Summary 
carries a full range of hard data relating to important economic indicators: markets, prices, trade, demographics, 
unemployment and many others. 


® CEO offers solutions 


As a subscriber, you’ll be directly connected to Statistics Canada’s economic analysts. You'll also receive a copy of CEO’s annual 
Historical Statistical Summary at no additional charge. 


VISIT OUR WEB SITE! 
www.statcan.ca | 
Subscribe to the Canadian Economic Observer (Cat ogue #11-010-XPB) TODAY for only $227 in Canada plus GST/HST and applicable PST and US$227 in other countries. 


Call TOLL-FREE 1-800-267-6677 or FAX 1-800-889-9734 or (613) 951-1584 and use your VISA or MasterCard. You can also MAIL your order to: Statistics Canada, a pawees a 
Integration Division, Circulation Management, 120 Parkdale Avenue, Ottawa, Ontario, K1A 0T6, or contact the nearest Statistics Canada Regional Reference Centre listed in this publication 


ae8 oe tee 


729MISC96315 


